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Steering Group Report 



Introduction 

1.1 In May 1988 the Secretary of State for 
Trade and Industry announced the appointment 
of three fact-finding study teams: 

“in the light of current concern about the cost 
and availability of professional indemnity 
insurance and the extent of professional civil 
liability for negligence” 

to look into the problems of three selected 
professions— -auditors, those involved in the 
construction industry and surveyors (other than 
those involved in construction). Membership of 
the study teams included users of the services, 
insurers, and legal experts as well as members 
of the professions. (The full terms of reference 
for the studies are included with the study 
teams’ reports.) 

1.2 A steering group was appointed at the 
same time, chaired by Professor Andrew 
Likierman of the London Business School, and 
with a membership of the Chairmen of the three 
study teams— Professor Donald Bishop, for- 
merly of University College, London (construc- 
tion industry), Mr William Morrison, Deputy 
Senior Partner, Peat Marwick McLintock 
(auditors) and Mr Ian Oddy, Professional 
Standards Partner of St Quintin (surveyors). Mr 
Richard Grafen of the Department of Trade 
and Industry acted as Secretary to the steering 
group. 

1.3 The steering group co-ordinated the work 
of the three teams. This report summarises the 
results of the work and draws out more general 
conclusions in the light of wider public interest 
issues. A summary of the recommendations of 
the three teams is attached. 

1.4 Important differences between the profes- 
sions studied by the three teams have influ- 
enced the approach the teams have taken, as 
well as their findings and recommendations. 
The differences include: 

a. Coverage: The auditing study team dealt 
with one part of the work undertaken by the 
accountancy profession; the surveyors with 
the work of a single profession— albeit with 
many different aspects to the work. The 
construction team dealt with the work of 
several professions, and their report is thus 
correspondingly longer than the others. 



b. Statutory basis: While the principal 

categories of audit work are statutory, the 
work of the other professions is not. 

c. Client base: Auditors and the construction 
professions work largely for companies or 
public authorities: surveyors work as often 
for private individuals as for corporate or 
public bodies. 

d. Terms of appointment: Auditors have to 
be appointed each year; the services of the 
construction professions and surveyors are 
most often provided on an ad hoc basis to 
clients. 

e. Degree of collaboration: It generally 

requires several construction professions to 
collaborate in their project work (each 
dependent on the other) and their work is 
brought to fruition by contractors. Auditors 
and surveyors tend to work more on their 
own. 

f. Nature of work: The auditors’ and sur- 
veyors’ work is relatively discrete while that 
of the construction industry is often an 
integral part of a production process. 

1.5 Each team has, however, been conscious 
of the need to bear in mind the relative position 
of professionals and consumers: in particular 
the private individual who only occasionally 
makes use of professional services may well 
have neither the experience nor the resources to 
pursue a claim. The teams have also been very 
aware that clients and professionals will benefit 
if the professional is motivated by a desire to 
provide a good and efficient service at a 
competitive price, rather than by a wish to gain 
protection against the possibihty of a negligence 
claim. 

1.6 The study’s terms of reference have been 
interpreted as applying to professionals in 
practice as sole traders, partnerships or com- 
panies. There are also understandable concerns 
about professional habihty matters among 
employed professionals, particularly in the 
public sector. However these groups, because 
of the differences in their legal position and in 
their particular needs for insurance 
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arrangements, have not been covered in the 
study. 

The background 

2.1 Many professions have expressed fears 
about what they perceive to be the current 
trend of professional liability, and not only 
those covered by the three studies. For 
example, the Government has recently pro- 
posed that health authorities should indemnify 
NHS hospital doctors against negligence claims 
because of the enormous increases in the costs 
of medical defence subscriptions and concerns 
that recruitment into high risk specialisms could 
suffer. In other countries, professions have 
declared similar concerns and the European 
Commission is currently sponsoring a study into 
the possibility of harmonising liabilities, guar- 
antees and insurance in the construction 
industry. 

2.2 These fears about liability have been 
fuelled by an increase in litigation against 
professionals in the United Kingdom and 
instances of gross discrepancies between awards 
and fees— a £100 assignment, as an extreme 
example, resulting in a £400,000 claim. More 
directly, the rise in insurance premiums and 
reported difficulties in finding insurance cover 
in recent years have created the possibility that 
professionals might have to withdraw from 
providing certain services altogether. 

2.3 There is a danger that the atmosphere of 
distrust engendered by increased litigation 
could change dramatically, and for the worse, 
the traditional relationship between profes- 
sional and client. The financial exposure to such 
developments of individual partners in profes- 
sional partnerships, even after they have 
retired, has understandably been of particular 
concern. 

2.4 Until now, however, much of the evidence 
about trends has been anecdotal and the need 
for fact-finding studies has been all too clear. 
The evidence which has been gathered by the 
three study teams has been based on the views 
of all relevant parties and includes the results of 
major questionnaire surveys. Despite the 
inevitable constraints on the samples taken— 
particularly the difficulties in obtaining repre- 
sentative views of the users of services— the 
steering group are confident that the informa- 
tion provides a sound basis for the findings and 
recommendations and indicates the existence of 
a wider problem. 

The findings 

3.1 The evidence from the three study teams 
has shown that there has been a significant 
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change since the 1970s in the exposure of 
professionals to negligence claims. This change 
has not been related to any discernible increase 
in negligence. Indeed there is a great deal of 
evidence of improved professional standards. 
Rather the change has come about through the 
development of the law (by decisions of the 
courts rather than legislation), and through a 
greater readiness to litigate on the part of those 
who have suffered loss. The sums involved have 
been increasing in real terms. The costs of 
becoming involved in litigation have also esca- 
lated for both plaintiffs and defendants. 

3.2 Coinciding with these developments, 
there have been rapid movements in the cost 
and availability of professional indemnity insur- 
ance (PII). Costs have not displayed, as many 
have supposed, an inexorable upward trend. 
Rather cost and availability follow the cyclical 
pattern of the insurance market generally as 
insurers and reinsurers enter and leave the 
market. This cycle was particularly marked for 
PII in the mid-1980s when typical premiums 
increased threefold, the accompanying terms 
became more onerous and coverage thought 
desirable for very large losses was no longer 
available. During this period many profession- 
als carried, and continue to carry, more of the 
risks themselves and some began to develop 
mutual funding schemes. 

3.3 The evidence, taking the three studies 
together, showed differences linked to size of 
both clients and professionals. The differences 
in the problems faced by clients of different 
sizes are understandable when considering that 
they range from very large companies and 
public bodies to individuals with little experi- 
ence of employing professionals. The former 
are usually highly sophisticated in their dealings 
with professional firms. The latter are often 
unclear what to expect from professionals, and 
problems can arise from different perceptions 
about the service being provided. 

3.4 The study teams also identified some 
evidence of a difference between small prac- 
titioners and the large firms of professionals. 
The smaller practices were (and still are) often 
most concerned about fluctuations in the cost of 
insurance premiums, whereas some of the 
larger ones, particularly the large firms of 
auditors, have generally been more concerned 
with the terms and availability of cover. While 
the cost in management time and effort in 
defending claims is of increasing concern to all 
professionals, it is medium-sized and small 
practices which are less able to absorb this 
diversion of effort. 
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3.5 In the last year or so, however, the 
insurance market has become generally easier, 
with some premiums decreasing and improve- 
ments in what the premiums will buy. This 
amelioration does not mark the end of the 
problem, nor has it been across the board; large 
firms of auditors still cannot obtain all the 
insurance cover they need and the reduction in 
their maximum coverage appears to be a 
long-term change. More important, bearing in 
mind the cyclical nature of the insurance 
market, the problems will undoubtedly 
resurface when the insurance market hardens 
again. 

3.6 Regardless of the fluctuations in the cycle, 
the effect of the changing climate of litigation 
has been to change the balance between profes- 
sional and client and to affect the services which 
professionals are willing to provide in two 
particularly important ways. First, the increased 
costs to the professionals of PII and of defend- 
ing claims have either been passed on to the 
client or, where this has not been possible, have 
been borne by the profession. Second, profes- 
sionals are becoming more cautious: this mani- 
fests itself in a variety of ways, including writing 
reports with more qualifications, seeking to 
shift risks to clients or to subcontractors, and 
being less willing to take on work which they 
perceive involves high risks of negligence 
claims. 

3.7 The evidence shows that these effects are 
limited but increasing. The individual study 
teams have not, however, found evidence of 
services becoming widely unavailable, though if 
the size and number of claims, settlements and 
awards continue to grow, there can be little 
doubt that the pressure to withdraw from 
certain high-risk areas will increase with the 
next cyclical hardening of the insurance market. 

3.8 The study teams were asked to comment 
on developments in relation to the European 
Community. While the professions will be 
affected in different ways by the single 
European market it is still too early to judge the 
impact of the European dimension on the 
liability problem. For example the work under- 
taken by M Mathurin on behalf of the Commis- 
sion may well have significant imphcations for 
the construction industry, on the time limitation 
of hability for construction contracts and on the 
requirements for mandatory insurance. It is not 
clear, however, whether such proposals would 
be acceptable to Community member states, 
nor whether they would have wider impli- 
cations. As in other potentially sensitive areas, 



matters will need to be monitored most care- 
fully at a government level and intervention, if 
deemed desirable, will need to be at an early 
stage in the discussions. Whatever happens to 
the Mathurin proposals, the interest in profes- 
sional hability in many countries— not only 
those in the European Community but also 
throughout the world— will mean that there will 
be significant international pressures on the 
development of practice in the United 
Kingdom. 

Conclusions 

4.1 In drawing up their conclusions, the steer- 
ing group have been made aware from the 
reports of the individual study teams that the 
same external influences are affecting each 
profession. However, the differences in the 
effects of these influences mean that a different 
package of proposals is appropriate for each 
profession. The packages are necessary to 
address the two main problems which have 
been identified: 

a. a shift in the balance of interests between 
professions and their customers, resulting in a 
widespread belief among professionals that, 
in terms of professional liability, they are now 
operating at a significant disadvantage. 

b. the likelihood that when the PII market 
hardens, there could be a serious reduction in 
the availability of the services provided to 
consumers, in the value to the client of the 
terms that the professional is prepared to 
offer and in the circumstances in which the 
professional is prepared to operate. 

Limiting the professionals’ liability 

4.2 Capping means that for each distinct piece 
of work there is a maximum limit beyond which 
the professional would not normally be liable 
for any consequences. Statutory capping is one 
of the most common proposals put forward by 
professionals but none of the study teams 
believe that it is appropriate at this stage. There 
are also significant practical problems in 
devising a system which would operate fairly. 
For example no single monetary figure would 
be appropriate for all circumstances, and while 
linking maximum potential liability to the fee 
paid might be less unreasonable, within each 
profession there are wide variations in the ratio 
between the fee paid and the damage which can 
be caused by negligence. 

4.3 Forming companies with limited liability. 

Although the option of limiting liabihty by 
turning professional partnerships into limited 
hability companies is already available to many 
professionals, and has been adopted by some, it 
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is not a general remedy for problems relating to 
professional liability. In the event of a 
settlement or award exceeding its insurance 
cover and net assets, a company will become 
insolvent, and, even though personal assets may 
no longer be at risk, corporate insolvency is not 
a better remedy or any more tempting than 
personal bankruptcy. If, however, the balance 
continues to shift against the professional and 
no other action is taken, the marginal benefits 
of incorporation may well lead more profes- 
sionals to become companies. 

4.4 Placing contractual limits on individual 
pieces of work is an option already available to 
most professionals, though the effectiveness of 
such disclaimers can be doubtful because of the 
uncertainty of whether the terms might fall 
under the Unfair Contract Terms Act 1977. 
This excludes unreasonable restrictions on 
liability for economic loss. Recent House of 
Lords decisions {Smith v Bush and Harris v 
Wyre Forest District Council) have provided 
some clarification of what ‘reasonable’ means in 
this context. The Lords held that certain dis- 
claimers, in the terms of appointment of valuers 
carrying out mortgage valuations, were unrea- 
sonable. A valuer making such a report will 
now in effect be unable to exclude his liability to 
his clients or to known third parties. The 
decisions were hnked to low value property, 
however, and it remains unclear whether a 
disclaimer might be valid in connection with 
high value residential or commercial property. 

4.5 The surveyors study team recommends 
that professional bodies should be able to 
submit standard disclaimers for official appro- 
val. Auditors and their client companies are 
prevented by statute from agreeing such limits, 
and the study team recommends that this 
should be changed. 

4.6 Time limitation. The time gap between a 
negligent act and a claim arising from it means 
that professionals have to maintain insurance 
cover for past actions even after they have 
ceased to practise. The burden which this puts 
on professionals has been addressed by legisla- 
tion which seeks to establish time limits for 
bringing actions. This legislation is, however, 
complex and unclear and it is still possible in 
special circumstances for a professional (or 
their widow or widower) to be sued well beyond 
15 years after a breach of duty. Of the 
professions being studied, limitation presents 
the most severe problems for construction 
professionals because, unlike most other pro- 
fessionals, their work routinely leads to long- 
lived physical end-products. The construction 
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team’s report therefore recommends that the 
system should be simplified and an unam- 
biguous backstop should be provided ten years 
after work is completed. 

Spreading the risk 

4.7 Amending the law on joint and several 
liability. An individual professional often runs 
the risk that while not being solely responsible 
for damage, he or she is more often insured 
than the other parties. Those who wish to sue 
therefore will often pursue the professional first 
because other parties may have no resources or 
may have gone out of business. In these 
circumstances the general law of joint and 
several liability often dictates that the profes- 
sional will have to meet the claim in full. The 
fact that plaintiffs pursue the professionals as 
the ‘deep pocket’ is in turn one of the reasons 
why professionals need to take out substantial 
insurance policies. Many professionals there- 
fore argue that in commercial matters they 
should be liable only for the share of the 
damages which would be apportioned to them 
as just and equitable— a principle already 
embodied in the Civil Liability (Contribution) 
Act 1978— if the other defendants were able to 
pay their shares. Such legislation has been 
enacted in several states in the United States. 

4.8 It is clear that a change in the general law 
of joint and several liability to meet this 
problem would have major implications outside 
the field of professional liability. The matter 
should therefore be referred to the Law Com- 
mission who would be better placed than a 
study group with limited terms of reference to 
assess both the wider implications and the 
detailed effects of any change. (The Law 
Commission would no doubt wish to consider 
the possible impact on professions other than 
the ones which have been covered.) 

4.9 Spreading the insured risk. Another 
approach to spreading the risk is to seek to 
make it more likely that other potential defend- 
ants will be in a position to meet their share of 
each claim. The construction industry profes- 
sionals face particularly difficult problems in 
this field. They may well be prime targets for 
litigation where they are known to have PH, to 
be involved in the project from start to finish 
and to have a continued existence which con- 
trasts with other parties protected by hmited 
Lability who may have sought liquidation. The 
construction industry team recommends that 
clients should themselves insure against catego- 
ries of the most costly latent defects. The 
surveyors team recommends that there should 
be compulsory PII for all those involved in 
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providing services. In these circumstances each 
defendant found liable would have to pay only 
the share corresponding to the relevant share of 
their responsibility. 

4.10 The most common potential co- 
defendants of auditors are the directors of the 
company under audit, and although there has 
recently been a substantial increase in the 
number of large companies whose directors are 
insured— in recognition of the risks they face— 
many directors are still uninsured. This may 
partly be because there remains some doubt in 
law about the way in which a company is 
allowed to insure its directors, and the auditors 
team recommend that this should be clarified, 
while stopping short of recommending compul- 
sory insurance for directors. 

Reducing the risks of negligence 

4.11 Each of the study teams concluded that 
the relevant professional bodies have a respon- 
sibility to seek to minimise negligent profes- 
sional work by their members. Larger organi- 
sations generally understand what is required in 
dealing with professionals, but as already 
noted, vulnerable clients are often those indi- 
viduals and small businesses with very little 
experience of employing professionals. Such 
clients may have httle understanding of the 
range of services available or their limitations. 
The surveyors and construction industry study 
teams saw improved quality management and 
clearly drafted conditions of engagement as 
among the most direct (and productive) ways of 
improving understanding and resolving prob- 
lems of professional liability. 

4.12 The same two teams recommended that 
the appropriate professional bodies should 
review their policies in areas such as the 
guidance to members on quality management, 
risk management, continuing professional 
development and guidance to clients on manag- 
ing projects. The construction team report goes 
further and includes advice to individual profes- 
sionals and their clients. On the other hand the 
auditors team observed that the accountancy 
bodies are active in issuing and updating stand- 
ards and guidelines, and that their role was 
likely to be enhanced by the present Companies 
Bill. They therefore saw no need to recommend 
action in addition to that already in hand. 

Reducing the costs of litigation 

4.13 As with all commercial litigation, the 
costs of defending claims in court, not only for 
legal advice, but also in professionals’ own 
time, are potentially enormous. Even if the 
defence is successful, the defendant will recover 



only a part of these costs from the plaintiff and 
none if the plaintiff has no money or is legally 
aided. Great concern was expressed by some 
professionals about the way in which claims by 
those receiving legal aid are often settled 
without proper challenge and very quickly. It 
seems anomalous that legal aid will support a 
plaintiff in making a claim but will not contri- 
bute to a defendant’s costs if the claim fails. 
This is true for all defendants and not just 
professionals, and so there appears to be a case 
for wider consideration of this anomaly which 
goes beyond our terms of reference. 

4.14 Each of the study teams considered 
whether action could be taken to simplify the 
procedures for smaller professional negligence 
claims. The surveyors and construction industry 
teams both saw scope for short-procedure 
arbitration schemes. 

4.15 Another suggestion occasionally made is 
that there should be a system of strict liabihty 
(also known as ‘no fault’ liability) compensa- 
tion. Compensation of this kind would enable 
those who have suffered injury not to have to 
prove negligence, nor to rely on adequate 
resources or insurance being available. This 
suggestion was found to be impractical in the 
context of the professions being studied, where 
the damage is generally economic, often on the 
part of a client who has entered into a transac- 
tion hoping to make a profit. Whereas it may be 
right that such a client should be able to recover 
damages if the cause was negligent professional 
advice, it would make no sense to seek to 
compensate the disappointed speculative inves- 
tor. Insurance would certainly not cover such 
risks. 

The future 

5.1 Even while the work of the study teams 
was being completed, there were major devel- 
opments in the field of professional liability. 
Key cases have been decided including D & F 
Estates, Smith v Bush and Harris v Wyre Forest 
District Council. Other key cases are pending, 
notably the Caparo case with its importance for 
auditors. 

5.2 Meanwhile the insurance market has soft- 
ened and the immediate problems of the mid- 
1980s have eased. Yet an increase in costs of 
PII, probably in the early 1990s, can be 
confidently predicted and there is no reason to 
think that the increase will be any less sharp 
than the previous rise. 

5.3 Generally, the approach of the three study 
teams has been to commend a package of 
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measures specific to the professions covered by 
each. These recommend action to be taken by 
the respective professions, by their clients and 
by insurers as well as by the government. If 
implemented, they will significantly improve 
the chances of avoiding the adverse effects of 
the next hardening of the insurance market on 
the services offered by these professions. There 
will thus be wider benefits to the economy as a 
whole. 

5.4 As for the implications of these findings 
for other professions, it is clear that at least 
some of them will have been affected by the 
trends in insurance and law which have affected 
the professions covered by the study teams. A 
review by government to establish what specific 
problems these may cause and whether any 
measures would be appropriate on a profession- 
by-profession basis is required urgently before 
problems inevitably arise from the conse- 
quences of the forecast increase in premiums 
and reduction in availability of insurance in the 
early years of the next decade. 
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Summary of Recommendations of the Auditors 
Study Team 

The study team found that auditors are facing 
an increasing number of claims involving larger 
amounts of money. The sheer scale of the 
potential exposure is striking, and auditors are 
prevented from negotiating limits to their 
liability. Insurance is not available at the levels 
the larger firms require. The costs and risks 
increase costs of audits for clients and are likely 
to have adverse effects on the service provided. 

The study team has considered and rejected a 
number of proposed changes, including capping 
the liability of the auditor in relation to each 
audit. 

The study team recommends the following: 

1. The Law Commission should be asked to 
examine the possibility of change in the law 
of joint and several hability. 

2. The use of directors and officers insur- 
ance should be encouraged and the Govern- 
ment should facihtate this by clarification of 
the Companies Act 1985, and by allowing 
premium payments as a cost for taxation 

10 



purposes. Apart from the direct benefit to 
directors, this would mean that in circum- 
stances where there are a number of potential 
co-defendants, the auditor would less often 
be the only person with the resources to meet 
the claim. 

3. The Law Reform (Contributory Negli- 
gence) Act 1945 should be amended so as to 
make clear that negligence by a plaintiff is 
relevant to awards in cases involving breach 
of contract as well as in tort or delict. 

4. The Companies Act 1985 should be 
amended so as to allow each company and its 
auditor to agree a reasonable limit of liability, 
which is currently prevented by section 310 of 
that Act. This would put the audit contract on 
the same footing as other contracts. 



Summary of Recommendations of the Construc- 
tion Professions Study Team 
The objectives of improved quality and risk 
management, clarity of responsibilities and 
greater certainty in law can be pursued immedi- 
ately through initiatives by the institutions and 
associations representing clients, the profes- 
sions, consultants and insurers. The recom- 
mendations invite them to, inter alia: 

— establish a trans-professional short arbi- 
tration procedure which would mainly 
serve the interests of occasional chents 
and domestic clients; 

— devise reformed and unified consul- 
tants’ conditions of engagement; 

— review the arrangements for regulating 
the standards of professional compe- 
tence of members; 

— play a more active role in providing 
quality and risk management advice. 

In the medium term and beyond, it is unlikely 
that all of the problems highlighted can be 
resolved without legislation. 

Time limitation 

It is recommended that serious consideration be 
given to alterations in the law to make time 
hmitations of liabihty certain. This proposal is 
supported by all the institutions and asso- 
ciations and by the British Property Federation. 

The proposal is (with complementary amend- 
ments to Scottish law) to amend the Limitation 
Act 1980 (and thus the provisions introduced 
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into the 1980 Act by the Latent Damage Act 
1986) to achieve the following: 

— a limitation period for negligent actions 
in tort and in contract (whether or not 
under seal) of 10 years from the date of 
practical completion or effective occu- 
pation (staged if necessary) ; 

— the 10 years limitation period acting as a 
longstop extinguishing the right; 

— substituting for the term ‘deliberate 
concealment’ some other term such as 
‘fraudulent concealment’. 

These statutory provisions, although part of 
general law, are crucial to construction litiga- 
tion because of the importance of latent defects. 
The principle of a decennial limitation period is 
already part of English statute law. 

Joint liability 

The study team recommends that serious 
consideration be given to the alteration of the 
law in commercial cases not involving personal 
injury. In such cases a defendant whose actions 
are partly the cause of damage to the plaintiff, 
but such actions were not carried out jointly 
with another defendant, should be responsible 
to the plaintiff only for damages equivalent to 
that part of the plaintiff’s loss fairly attributable 
to his breach. 

This recommendation is strongly supported by 
the professional institutions and consultants’ 
associations. The British Property Federation 
accepts that the current law can be unfair to 
consultants. Clearly this recommendation, of 
crucial importance to the construction profes- 
sions, raises issues of public policy. 



Summary of Recommendations of the Other 
Surveyors Study Team 

There are a number of important changes which 
should be considered further from the view- 
points of both the professional and the client ie 
the individual consumer, and in the public 
interest. 

1. Public understanding of the services pro- 
vided: all those concerned with offering sur- 
veying and associated services to the public 
should actively consider how best to improve 
staff training and ensure better commu- 
nication with and guidance for the public. 

2. Professional standards: all professional 
bodies covered by the terms of the Study 



Team’s remit should adopt relevant schemes 
for career-long continuing education for all 
their members. 

3. General standards of competence: com- 
petence standards should be introduced, 
including regulations under section 22 of the 
Estate Agents Act 1979. 

4. Other suppliers of services eg contractors: 
statutory standards of competence should 
apply to all suppliers of services linked to 
surveying services. 

5. Compulsory PII: compulsory PII should 
be made a statutory obligation for surveyors 
and for the providers of all other services 
connected with surveying. 

6. Strict liability ie ‘no fault’ liability insur- 
ance: this course of action, which would 
require a Government financed scheme, 
should not be pursued. 

7. Capping ie limiting liability: this course of 
action should not be pursued. 

8. Lending bodies Ombudsman: the propo- 
sal to extend the Building Societies Ombuds- 
man Scheme to cover negligence claims and 
the awarding of costs in mortgage valuation 
and survey cases involving all lending bodies, 
should be investigated further. The Ombuds- 
man’s decision would be binding on all 
parties, subject to an appeal to the courts on a 
point of law only. 

9. Statutory arbitration scheme: the RIGS 
arbitration scheme should be given statutory 
backing to deal with non-lender disputes. 

10. Model clause ‘certification’: the proposal 
that standard exclusion or limitation of 
liability clauses be submitted by professional 
bodies and approved by a statutory body, 
should be investigated further. 

11. Loan certificates: this idea should not be 
pursued. 

12. Entitlements to compensation: for cases 
up to a ceiling of say £10,000 index-linked in 
line with inflation, the costs of rectifying 
negligence should be awarded on the basis of 
making good the damage and providing 
recompense for eg distress, moving costs etc, 
with some adjustment for betterment. 

Professionals in the public sector 
All the professional liabihty issues facing sur- 
veyors and other professionals in the public 
sector should be the subject of a special study. 

11 
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Matters for wider consideration 
Two matters of concern were identified in the 
course of the Study which had a major impact 
on surveyors, but which could only be con- 
sidered in a wider context. They are important 
candidates for further study: 

(a) Legal aid system: At the very least, a 
successful non-legally aided defendant 
should be entitled to recover his costs 
against the legal aid fund— as a matter 
of course, in the same way as he would 
be entitled to recover his costs against a 
non-legally aided plaintiff. 

(b) Joint and several liability: the Study 
Team would support any move to limit 
liability to that portion of damages for 
which a negligent professional was 
found liable. Such a step would not be 
regarded as inequitable if all the recom- 
mendations proposed were implemen- 
ted, particularly the statutory require- 
ment for the performers of all services 
to take out indemnity insurance. 
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PART 1 

Introduction 



1.1 We are one of three study teams whose 
appointment was announced by the Secretary of 
State for Trade and Industry, Lord Young, on 
11 May 1988 to carry out fact-finding studies 
into the liability problems of selected profes- 
sions. The terms of reference are at Annex 1. 
They define the scope of this team’s study as: 
‘auditors (and other accountants in independent 
public accounting practice who carry out repor- 
ting functions arising out of statutory 
requirements)’. 

1.2 Although we have concentrated on 
accountants as auditors, inevitably much of the 
evidence applies to accountants generally; and 
some, particularly in relation to law and insur- 
ance, applies to professionals in general and to 
others. 



(PII) for accountancy firms of all sizes, both 
through schemes or facilities arranged at the 
instance of professional bodies or through the 
open market (listed in Annex 3). We also held a 
meeting with the Sun Alliance Insurance 
Group, a principal PII underwriter for small 
and medium-sized accountancy practices 
operating in the United Kingdom. 

1.7 In order to obtain views of users of 
auditors’ services, both as clients and as other 
readers of accounts, questionnaires were sent to 
the members of the Hundred Group of Finance 
Directors. Of the 134 members, 67 responded 
and the results are summarised in Annex 4. We 
also invited comments from the Confederation 
of British Industry, the Institute of Directors, 
and the Securities and Investments Board. 



1.3 The membership of our team is given in 
Annex 2. 

1.4 The Department of Trade and Industry’s 
press notice of 11 May 1988 invited anyone 
wishing to give evidence to write to the secre- 
tary of the study team. 

1.5 We invited and received written contri- 
butions from and held meetings with the profes- 
sional bodies representing auditors: 

— The Institute of Chartered Accountants 
in England and Wales 

— The Institute of Chartered Accountants 
of Scotland 

— The Institute of Chartered Accountants 
in Ireland 

(The three Institutes of Chartered Account- 
ants (ICAs) formed a single working group to 
co-ordinate their contribution) 

— The Chartered Association of Certified 
Accountants (ACCA) 

— The Association of Authorised Public 
Accountants (AAPA) 

1.6 We received written contributions from 
and held meetings with insurance brokers 
dealing with professional indemnity insurance 



1.8 We carried out a survey of auditors in the 
United Kingdom, the methodology and results 
of which are set out in Annex 5. We excluded 
the 20 largest accountancy firms from the 
survey and wrote to them separately inviting 
contributions. Sixteen of the 20 submitted 
written evidence, generally supporting the 
ICAs’ submission and supplementing it from 
their own experience. We held meetings with 
two of these firms. 

1.9 We received legal papers from and met 
with two firms of solicitors: 

Herbert Smith, instructed by the ICAs; and 

Barlow Lyde & Gilbert, who have been 
actively involved in many of the recent major 
claims affecting accountants. 

Mr Hugh Evans, barrister, assisted us in the 
preparation of Part 3 of this report. 

1.10 We also had meetings with Mr Patrick 
Phillips QC and Mr Emile Woolf FCA, FCCA. 
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PART 2 



Description of the Audit Service 



The accounting profession 

2.1 The accountants with whom this study is 
concerned are those qualified to perform statu- 
tory audits. These are defined in relation to 
Great Britain in section 389 of the Companies 
Act 1985 and fall into two categories: 

(a) Members of one of four professional 
bodies— the three ICAs and ACCA. 
Under the rules of these bodies mem- 
bers must hold a practising certificate in 
order to be able to carry out the audit 
function. 

(b) People individually authorised by the 
Secretary of State for Trade and Indus- 
try. It is from this category of 
accountants that AAPA draws its mem- 
bership. 

2.2 The equivalent of the Companies Act 1985 
in Northern Ireland is the Companies 
(Northern Ireland) Order 1986. There are only 
minor differences between the two pieces of 
legislation, for example Article 397 of the 
Order defines those qualified to audit as above, 
except that it is the Department of Economic 
Development which may authorise individuals. 
The differences are not significant for the 
purposes of this report. The Companies Bill 
referred to below is expected to be followed by 
similar legislation for Northern Ireland. 

2.3 The Companies Bill currently before 
Parliament would replace section 389 with a 
system whereby a person would be eligible to be 
a company auditor only if he was a member of a 
recognised supervisory body and was eligible 
under that body’s rules. A condition of mem- 
bership would be the holding of an appropriate 
qualification which would in turn be granted by 
a recognised qualifying body. The Secretary of 
State would have power to recognise these 
bodies, and it is not yet known who they will be. 
It is, however, expected that the three ICAs 
and ACCA will apply to be both supervisory 
and qualifying bodies. 

2.4 Since the beginning of 1984, ACCA has 
required professional indemnity insurance (PII) 
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as a condition for holding a practising certi- 
ficate. Members of the ICAs who are autho- 
rised to carry on investment business have had 
to have PII since the beginning of 1989; and PII 
will become a compulsory requirement for 
practising certificates for members of the ICAs 
from the beginning of 1990. 

2.5 Section 389 of the Companies Act 1985 
prevents incorporated bodies from acting as 
auditors, so that auditors must practise either as 
individuals or as partnerships in which every 
partner is permitted to audit. The current Bill 
would allow auditors to practise as companies, 
with limited or unlimited liability, as an altern- 
ative to partnerships. It would also allow audit 
practices to have shareholders, directors or 
partners (as appropriate) who were not quali- 
fied to audit, provided that control rested with 
persons authorised to carry out audits. 

2.6 In the United Kingdom, there are around 
14,000 sole practitioners and around 5,000 
partnerships entitled to carry out audits. The 
partnerships vary in size from two-partner firms 
with no professional staff up to the largest 
which currently has around 500 partners, 7,000 
professional staff and an annual fee income 
exceeding £275 million. There are eight very 
large partnerships (‘the Big 8’), seven which 
have over 200 partners and all of which have an 
annual fee income greater than £100 million; 
and a further 12 firms each of which has 
between 70 and 250 partners and an annual fee 
income of between £20 million and £75 million. 
In total there are over 70 firms with annual fee 
incomes greater than £1 million. We believe 
that the Big 8 receive about 35 per cent by value 
of the annual aggregate audit fees paid to UK 
accountancy firms and the top 20 firms about 50 
per cent thereof. 

2.7 Most of the 70 firms are involved in some 
overseas work, if only through involvement 
with the foreign subsidiaries of UK clients. Of 
the largest 20 firms, most have formal links with 
international groupings of accountants, so as to 
be able to provide comprehensive accounting 
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services to multi-national companies. The eight 
groupings to which the eight largest UK 
accounting firms belong are also the largest 
accountancy groupings worldwide. The UK 
practices of the Big 8 account for some 10 per 
cent of the turnover of their international 
groupings, as is shown by the broad comparison 
in Annex 6 shows. 

2.8 Apart from auditing, accountants provide 
general accounting services and advice to busi- 
nesses and individuals. Many also act as man- 
agement consultants, give advice on tax, con- 
duct investment business and act as insolvency 
practitioners. A number of firms provide advice 
on mergers and acquisitions. Our survey of 
auditors (Annex 5) suggests that income 
derived from auditing represents on average 32 
per cent of total fee income for sole prac- 
titioners and 37 per cent for partnerships. We 
believe that the share of income from audit 
work is on average slightly higher for the largest 
partnerships. 

The audit service 

2.9 Every registered company is required by 
the Companies Act 1985 to draw up annual 
accounts, have them audited and circulate them 
to shareholders. Limited companies (the vast 
majority) must also file a copy at Companies 
House (formerly Companies Registration 
Office). The auditor’s statutory role is set out in 
sections 236 and 237 of the Act (Annex 7). In 
summary, they have to carry out the work they 
deem necessary to enable them to sign a report 
saying whether the accounts have been properly 
prepared in accordance with the Act, and 
whether in their opinion the accounts give a 
true and fair view of the financial position of the 
company. (For companies which take advan- 
tage of the special rules for banking or insur- 
ance companies, the auditors do not have to 
give an opinion on whether the accounts give a 
true and fair view, but rather on whether they 
comply with these rules.) 

2.10 While it is for the company’s manage- 
ment to draw up the accounts, and for the 
auditor to audit them, and this is the practice in 
large companies with internal accountancy 
expertise, in smaller companies the auditors 
often participate to some extent in drawing up 
the accounts, or even in writing up the books 
before the accounts are drawn up. 

2.11 The basic legal requirements are supple- 
mented by the professional bodies which 
approve guidance prepared by committees of 
the Consultative Committee of Accountancy 
Bodies (CCAB— comprising the ICAs, ACCA, 



the Chartered Institute of Management 
Accountants and the Chartered Institute of 
Public Finance and Accountancy). The 
Accounting Standards Committee of the CCAB 
proposes accounting standards (designated 
Statements of Standard Accounting Practice) 
and Statements of Recommended Practice 
which respectively prescribe and recommend 
certain basic principles upon which accounts are 
to be prepared. The Auditing Practices Com- 
mittee proposes Auditing Standards and 
Auditing Guidelines which respectively pres- 
cribe and recommend guidance on the detailed 
application of auditing procedures and tech- 
niques. 

2.12 The contract between the auditor and his 
client company can set out the terms on which 
the auditor is appointed, and can extend the 
work of the auditor beyond the requirement of 
the statutory audit, but it cannot reduce in any 
way the auditor’s statutory duties, nor can the 
company use it to indemnify the auditor against 
any liability (because of section 310 of the 
Companies Act 1985, explained in paragraph 
3.3 below). 

Other legislation 

2.13 Most audits are of companies registered 
under the Companies Act 1985, but accountants 
provide similar audit services to other bodies 
under a variety of legislation. The most impoi*- 
tant are audits of building societies under the 
Building Societies Act 1986, and of financial 
services businesses which are not companies (eg 
partnerships) under the Financial Services Act 
1986. There are further statutory reporting 
duties in relation to listing requirements and 
prospectuses for unlisted securities under Parts 
4 and 5 of the Financial Services Act 1986. 
(Both of these 1986 Acts apply to all parts of the 
United Kingdom.) 

Current developments 

2.14 Under the Companies Bill, the profes- 
sional bodies are intended to have a more active 
monitoring and enforcement role in relation to 
auditing than they exercise at present, 
(Accountants who conduct investment business 
are already subject to regulation by their 
professional bodies under the Financial Services 
Act 1986.) 

2.15 Open competition between accountants 
to provide audit services has increased in recent 
years, accelerated by the fact that members of 
the ICAs and ACCA have been allowed to 
advertise since 1984. Companies considering 
changing their auditor increasingly seek tenders 
from a number of firms of accountants before 
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deciding to appoint a new auditor or to 
reappoint the existing one. 

2.16 A number of recommendations on the 
process for setting accounting standards were 
made in late 1988 by the Accounting Standards 
Review Committee, appointed by the CCAB 
and chaired by Sir Ronald Dearing. The most 
relevant to our study related to the support 
which the Review Committee considered 
should be given by the courts to accounting 
standards, but the Government have recently 
announced that they do not intend to imple- 
ment this recommendation. 
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PART 3 



The Law on Auditors’ Liability 



3.1 Our terms of reference require us to 
‘Obtain information about how the law has 
operated in the past and how it currently 
operates in relation to actions in negligence 
against’ auditors. As will be seen below, we 
have concerned ourselves primarily with the 
current position and its uncertainties. Except 
where specifically stated, this Part relates to the 
law in all parts of the United Kingdom. 

3.2 Auditing is not a separate profession, but 
part and parcel of the services provided by 
accountants, and much of the relevant law 
relates to a wider sphere than audit. Because 
auditors’ liabilities result from breaches of 
contract as well as negligence in tort, we cover 
below both forms of liabilities. 

3.3 Auditors rightly claim that they are in a 
position that is different from and more vul- 
nerable than that of most professions because of 
the provisions of section 310 of the Companies 
Act 1985 (and Article 318 of the Companies 
(Northern Ireland) Order 1986), the text of 
subsection (1) of which is set out below: 

“This section applies to any provision, 
whether contained in a company’s articles or 
in any contract with the company or other- 
wise, for exempting any officer of the com- 
pany or any person (whether an officer or 
not) employed by the company as auditor 
from, or indemnifying him against, any 
liability which by virtue of any rule of law 
would otherwise attach to him in respect of 
any negligence, default, breach of duty or 
breach of trust of which he may be guilty in 
. relation to the company.” 

The section goes on to provide that any such 
provision would be void, with the main 
exceptions 

(a) that a company is entitled to indemnify 
an auditor against liability incurred in 
defending civil or criminal proceedings 
in which judgment is given in his favour 
or in which he is acquitted, and 



(b) that any provision incbfporating section 
727 of the Companies Act 1985 would 
not be void. 

Section 727 empowers the court to grant relief 
from liability to an auditor if he has acted 
honestly and reasonably and ‘having regard to 
all the circumstances (including those con- 
nected with his appointment) he ought fairly to 
be excused for the negligence, default, breach 
of duty or breach of trust’ involved. It seems to 
be generally agreed that it would be extremely 
rare for an auditor to be able to take advantage 
of section 727. 

3.4 The importance of section 310 is that it 
prevents auditors limiting their liability by 
contract, at least to the company and its 
shareholders. It is not clear whether section 310 
would prevent an auditor, in his audit report, 
disclaiming responsibility to third parties (and 
audit reports at present make no attempt to do 
so) or whether, if section 310 did not prevent 
them, such disclaimers would otherwise be 
effective. An accountant providing services 
other than those of a statutory auditor can do 
his best to negotiate with his client a limit on his 
liability and, where the result of his work may 
have a wider circulation, may try to limit his 
liability to third parties. Any attempt to limit 
such liabilities would be subject to the Unfair 
Contract Terms Act 1977 which enables the 
court to strike down unreasonable restrictions 
on liability for economic loss. 

3.5 Some important principles have been 
established recently in the House of Lords cases 
Smith V Bush and Harris v Wyre Forest District 
Council which were heard together, judgment 
being given on 20 April 1989. Each of these 
cases concerned a reliance by a mortgagor on a 
negligent valuation of a property carried out by 
or on behalf of a mortgagee (in one a building 
society, in the other a local authority) which 
was under a statutory obligation to satisfy itself 
by a valuation that the loan could properly be 
made. In each case it would have been unusual 
in the circumstances for the mortgagor, who 
had already contributed to the mortgagee’s 
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valuation, to pay for a separate structural 
survey or valuation. And in each case there was 
an express disclaimer of responsibility to the 
mortgagor. In one of the cases, the valuation 
had not been seen by the mortgagor. 

3.6 The House of Lords held (a) in the 
absence of a disclaimer the valuer had a duty of 
care to the mortgagor, (b) the disclaimer 
amounted to a notice falhng within the terms of 
the 1977 Act, and (c) in the circumstances the 
disclaimer was unreasonable and accordingly 
ineffective. The Lords did not consider that the 
duty of care to the mortgagor would inevitably 
arise whenever a valuation was made for a 
mortgagee. In the case of a more expensive 
property, the mortgagor, depending on the 
circumstances, could reasonably be expected to 
obtain a separate valuation or structural survey; 
and, if as a result there were no duty of care to 
the mortgagor on the part of the mortgagee or 
his valuer, the 1977 Act would be irrelevant. 

3.7 It is not clear how this principle would 
apply to auditors if they were not prevented by 
section 310 of the Companies Act 1985 from 
limiting their Uability. In some circumstances, 
third parties might reasonably arrange a sepa- 
rate accountant’s investigation, for example if 
making a significant investment in a private 
company; but in other circumstances, for 
example when trading in shares on a stock 
market, the investor will not in practice have an 
alternative to relying on the published audited 
accounts. On the general question of liability 
Lord Templeman said in the recent case: 

“It is open to Parliament to provide that 
members of all professions or members of 
one profession providing services in the 
normal course of the exercise of their profes- 
sion for reward shall be entitled to exclude or 
limit their liability for failure to exercise 
reasonable skill and care. In the absence of 
any such provision valuers are not, in my 
opinion, entitled to rely on a general exclu- 
sion of the common law duty of care owed to 
purchasers of houses by valuers to exercise 
reasonable skill and care in valuing houses for 
mortgage purposes.” 

3.8 Apart from the effect of section 310, the 
main areas of concern to auditors (many of 
which they share with other professions) are: 

(a) Uncertainty as to the extent of their 
basic duty of care. 

(b) Uncertainty as to the persons to whom 
the duty is owed, ie who is entitled to 
claim against them if things go wrong? 
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(c) The extra liability in which they may be 
involved as a result of their joint and 
several liability in claims in tort where 
they may be only one of a number of 
potential defendants. 

(d) Uncertainty as to the law of contri- 
butory negligence in contract. 

(e) An area which is still relatively 
unexplored— the extra dangers involved 
in the ‘whistle-blowing’ provisions of 
recent statutes and in the additional 
audit requirements under, specifically, 
the Financial Services Act 1986. 

The basic duty of care 

3.9 While an auditor is appointed by and 
reports to the shareholders, his contract is with 
the company. The terms of the contract are as 
much implied as express. The express terms are 
those provisions of the Companies Act which 
set out his duties, together with any additional 
items which he may agree with the management 
of the company. The implied terms are those 
which will be implied by the court, variously 
expressed as a need to exercise reasonable skill 
and care— to exercise at least a fair and average 
standard of industry and care— to act as a 
reasonably competent and cautious auditor— 
and many other similar expressions. It is 
claimed that no auditor who sets out on an audit 
can be certain how, if asked, the court would 
inte^ret the implied terms in relation to that 
particular audit. In practice such an interpreta- 
tion, if it becomes necessary, will be determined 
with hindsight by the court, which will hear 
evidence as to the standards which other 
accountants would have expected themselves to 
have applied to the particular circumstances at 
the particular time. A measure of certainty, 
compared with other professions, is provided by 
the accounting and auditing standards and 
guidance issued by the CCAB (see paragraph 
2.11 above). There is authority that these 
standards are very strong evidence as to the 
proper standard which should be adopted by 
accountants and, unless there is some justi- 
fication, a departure will be a breach of duty 
(see Lloyd Cheyham v Littlejohn [19871 BCLC 
303,313). 

3.10 One thing at least is clear. Not every 
error or omission will be regarded as giving rise 
to a sustainable claim. The auditor is not the 
insurer or guarantor of the accuracy of the 
accounts audited by him, and the auditor who 
has taken all reasonable steps and exercised all 
reasonable care should not incur liability for the 
consequences of any inaccuracy. Even if the 
basic duty of care can be defined, there remain 
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the uncertainties as to the steps which the court 
would regard as being a reasonable minimum in 
order to fulfil that duty: an auditor will go a 
long way towards vindicating himself if he 
shows that he has thoughtfully (rather than 
slavishly) followed the recommendations of the 
accountancy profession, but the court may still 
take the view that this was not good enough in 
the particular circumstances. It has, further, 
been represented to us that the court tends to 
lean in favour of the plaintiff in cases involving 
claims against auditors. 

3.11 If the inaccuracy of a set of accounts is 
linked to a well disguised fraudulent scheme, 
then it seems particularly likely that normal 
audit procedures may fail to detect it. The 
extent to which an auditor would be responsible 
for failure to detect fraud is uncertain, both 
because the law can give little guidance as to the 
precise circumstances in which an auditor 
should be able to discover a fraud, and because 
the law is unclear. It would seem that the 
auditor does not have to be suspicious, but if he 
encounters anything calculated to excite suspi- 
cion, he should probe it to the bottom (see 
Kingston Cotton Mill Co (No 2) [1896] 2 Ch 
279). The Auditing Practices Committee of the 
CCAB has published an exposure draft of an 
Auditing Guideline entitled ‘The auditor’s 
responsibility for detecting and reporting fraud 
and other illegal acts’ which, if adopted as a 
standard and subsequently considered reason- 
able by the courts, may help to clarify the 
position about the responsibility of an auditor 
for detection of fraud. 

3.12 Although there have been cases in Com- 
monwealth countries in recent years in which 
attempts have been made to define the scope of 
audit work and the duties of the auditor, the 
main United Kingdom cases were before the 
1930s. In a more recent case.— Fomento (Ster- 
ling Area) Ltd v Selsdon Fountain Pen Co Ltd 
[1958] 1 All ER 11 (TIL)— which was concerned 
not with company audit but the audit of patent 
royalties—, Lord Denning said: 

“What is the proper function of an auditor? It 
is said that he is bound only to verify the sum, 
the arithmetical conclusion, by reference to 
the books and all necessary vouching material 
and oral explanations, and that it is no part of 
his function to enquire whether an article is 
covered by patents or not. I think this is too 
narrow a view. An auditor is not to be 
confined to the mechanics of checking vouch- 
ers and making arithmetic computations. He 
is not to be written off as a professional 
‘adder-upper and subtracter’. His vital task is 
to take care to see that errors are not made, 



be they errors of computation, or errors of 
omission or commission, or downright 
untruths.” 

This is not a novel concept, but is a refor- 
mulation of the classic statement in London and 
General Bank (No 2) [1895] 2 Ch 673. 

To whom is the duty owed? 

3.13 A duty is clearly owed to the company in 
contract. It may also be owed to the company in 
tort, but the position here is uncertain. There is 
generally no direct contractual relationship with 
the shareholders or any particular shareholder, 
although such a contractual liability could be 
undertaken, but the relationship, if it gives rise 
to liability in tort, can be regarded as ‘akin to 
contract’. 

3.14 The tests for liability in tort to share- 
holders and others remain unclear. There are 
duties owed to third parties in tort for deceit, 
and, more importantly, for negligent mis- 
statement. This area of liability has been of the 
greatest concern to auditors in recent years, 
particularly because of the expanding circle of 
those who rely on accounts. It used to be the 
case that there was no liability for financial loss 
caused by negligent misstatement, although 
Denning LJ in Candler v Crane Christmas & Co 
[1951] 2 KB 164, in a minority judgment, held 
that auditors do owe a duty of care to a third 
party if they know that the accounts are 
required for submission to and use by him. 
Finally, the House of Lords in Medley Byrne v 
Heller [1964] AC 465 decided that duties can be 
owed to third parties for negligent mis- 
statement. While the House of Lords did not 
agree on any one test for liability, they made it 
clear that a special relationship created by the 
voluntary assumption of responsibility is 
required to create liability; broadly, if a person, 
such as an accountant, allows his advice to be 
passed on to another person who, as he knows 
or should know, will place reliance upon it, then 
a duty of care will arise. 

3.15 The crucial question after Medley Byrne 
was the extent of the duty of care owed to third 
parties and the test to be adopted to determine 
it. For instance, in the important New Zealand 
case of Scott Group Ltd v McFarlane [1978] 1 
NZLR 553 (CA) the majority of the Court of 
Appeal adopted for negligent misstatement the 
two-stage test formulated for negligent acts by 
Lord Wilberforce in Anns v Merton London 
Borough Council [1978] AC 728. Prima facie, a 
duty of care should be imposed where damage 
to the plaintiff is reasonably foreseeable, but 
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this duty may be negatived by policy considera- 
tions. Richmond P, however, formulated a 
narrower test based on negligent misstatement 
cases. He considered that the special rela- 
tionship required by Hedley Byrne must be of 
such a nature that the accountant can fairly be 
held to have assumed a responsibihty to the 
third party concerning the advice given. As a 
minimum, ‘the maker of the statement was, or 
ought to have been, aware that this advice or 
information would in fact be made available to 
and be relied on by a particular person or class 
of persons for the purposes of a particular 
transaction or type of transaction’. The influen- 
tial United States Restatement of the Law of 
Torts 2d Section 552 is in similar terms. 

3.16 Until recently, the only English case 
specifically concerned with accountants was 
JEB Fasteners Ltd v Marks Bloom [1981] 3 All 
ER 289, which adopted the foreseeability, 
rather than the voluntary assumption of respon- 
sibility, test. There, Woolf J held that the 
auditors of a company owed a duty to a third 
party who took over the company relying on the 
audited accounts. The judge stated that the 
appropriate test for whether a duty of care was 
owed was that the defendant auditors knew or 
reasonably should have foreseen at the time of 
the audit that the accounts might be relied upon 
by someone seeking to take the company over. 
However, he qualified this test by the further 
requirement that the plaintiff would also have 
to show that he reasonably relied on the 
accounts. 

3.17 This expansion in the range of third 
parties to whom duties are owed was a cause of 
considerable concern to accountants, as it was 
to other professionals. However, there has been 
a narrowing in the scope of tortious liability for 
economic loss in the past few years. Two 
important cases, neither of which concerned 
auditors, should be mentioned. In the leading 
speech in Governors of the Peabody Donation 
Fund V Sir Lindsay Parkinson & Co Ltd [1985] 
AC 210, Lord Keith emphasised the need for a 
relationship of proximity to exist before any 
duty of care can arise, and not merely foresee- 
ability. He added, in a much-quoted dictum: 
“So in determining whether or not a duty of 
care of particular scope was incumbent upon a 
defendant it is material to take into considera- 
tion whether it is just and reasonable that it 
should be so”. In Yuen Kun Yeu v Attorney- 
General of Hong Kong [1988] AC 175, Lord 
Keith, speaking for the Privy Council, stated 
that the law had developed in such a way that 
the test in Anns ‘is not to be regarded as in all 
circumstances a suitable guide to the existence 
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of a duty of care’. He also said that Hedley 
Byrne ‘turned on the voluntary assumption of 
responsibihty towards a particular party, giving 
rise to a special relationship’. 

3.18 The effect of the new more conservative 
climate in relation to the recovery of economic 
loss had not been considered in relation to 
negligent misstatement by auditors until the 
recent case of Caparo Industries PLC v Dick- 
man and others [1989] 2 WLR 316. There, the 
plaintiff bought shares in Fidelity PLC relying 
on the annual accounts audited by one of the 
defendants. Purchases took place both before 
and after the plaintiff became a shareholder. A 
majority of the Court of Appeal decided that 
the auditors owed a duty to shareholders of the 
company who might buy and sell its shares, but 
not to other potential investors. The case is now 
on appeal to the House of Lords. 

3.19 The Court of Appeal decided the case on 
the basis of a three part test implicit in recent 
economic loss cases, but only explicitly stated 
before in the court below. First, the loss to the 
plaintiff must be foreseeable. Secondly, there 
must be a close and direct relationship of 
proximity between the parties. The Court 
considered that there was no one test of 
proximity such as the voluntary assumption of 
responsibility or a relationship tantamount to 
contract, although the relationship must be a 
close one. Thirdly, the imposition of liability 
must be fair and reasonable; the court was 
mindful here of exposing a defendant ‘to a 
liability in an indeterminate amount for an 
indeterminate time to an indeterminate class’. 

3.20 A majority of the Court decided that the 
auditors of Fidelity owed Caparo a duty of care 
as a shareholder, as all three parts of the test 
were satisfied. On the crucial question of 
proximity, importance was attached to the fact 
that the point of the statutory requirement that 
accounts be audited is to supply shareholders 
with rehable financial information about the 
company. There had been a voluntary assump- 
tion of responsibility, because auditors know on 
appointment that their report will be sent to the 
shareholders who may, therefore, rely on it; in 
addition the relationship between the auditors 
and the shareholders was akin to contract. 

3.21 In a dissenting judgment, O’Connor LJ, 
while agreeing with the three-part test referred 
to above, held that an auditor owed a duty to 
the shareholders as a body, alternatively as a 
class; a loss from selhng shares may come within 
that duty, because only shareholders can sell 
shares, but buying shares would not do so. 
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3.22 The Court unanimously decided that no 
duty was owed to Caparo in relation to its first 
purchase of shares in Fidelity because before it 
became a shareholder there was not a sufficient 
relationship of proximity. 



Joint and several liability 

3.23 It is a basic principle of the law in the 
United Kingdom that, where two or more 
persons are to compensate another for loss, 
injury or damage, those persons are under a 
joint and several liability. The effect is that, if 
the claimant chooses to take proceedings 
against only one of those liable and obtains 
judgment against him, that defendant will be 
hable for the whole of the loss, his remedy 
being to seek contribution from the others. He 
can do this either by joining them in the original 
proceedings or by taking subsequent proceed- 
ings against them. 

3.24 It has been very strongly represented to 
us that this principle operates unfairly in the 
case of accountants, including auditors. Fre- 
quently others, most specifically the directors of 
the company, contribute to the circumstances 
giving rise to the claim. Because the directors 
may not be persons of substance, and may have 
no or inadequate directors and officers insur- 
ance, or because the burden of proof on the 
part of the claimant may be higher because of 
what is perceived to be a lower duty of care on 
the part of directors, the claimant will only sue 
the ‘deep pocket’, the accountants, who will be 
known to carry professional indemnity insur- 
ance. The accountants, obliged to meet the full 
amount of the established claim, may also 
decide that there is no point in seeking material 
contribution from directors with inadequate 
resources. Thus, it is said, accountants bear an 
unfair share of the burden in practice and, 
further, this is reflected in negotiations for 
settlements. 

3.25 The proposal put to us is that the liabihty 
in these circumstances should be several and 
not joint, ie that only a fair proportion of the 
loss should be the responsibility of each of those 
who contributed to it. 



3.26 Two arguments against this might be: 

(a) that if, in cases of this kind, it was 
necessary for the plaintiff to mount his 
full case against all potential defendants 
in order to recover the whole of his loss, 
the proceedings would be even more 
complex, expensive and time-consuming; 



(b) that, unlike most joint tortfeasors, an 
auditor should be hable for the full loss 
if he is negligent in giving an opinion on 
accounts, because one of the reasons for 
which the auditor is employed is to 
check that the directors have prepared 
the accounts properly. 

3.27 Statutory rights of contribution between 
joint tortfeasors were established in England 
and Wales by the Law Reform (Married 
Women and Tortfeasors) Act 1935 (and in 
Northern Ireland by the Law Reform (Miscell- 
aneous Provisions) Act (Northern Ireland) 
1937) and those rights continue in respect of 
situations arising before 1 January 1979. Wider 
provisions were introduced by the Civil 
Liability (Contribution) Act 1978 which applies 
(in England, Wales and Northern Ireland) to all 
forms of wrongdoing including breaches of 
contract. In assessing contribution the court is 
to have regard both to the culpability of the 
various parties and the extent to which each 
party’s conduct ‘caused’ the damage in ques- 
tion. The respective resources or abihty to pay 
are not relevant. 

3.28 In Scotland the law as to joint and several 
liability is basically the same as in England and 
Wales. The position as to contribution by joint 
wrongdoers is, however, different in some 
respects. A right of relief exists where one 
person pays a sum of damages for which 
another person is also liable. The payer is 
entitled to seek a contribution towards that sum 
from the other person. Under the Law Reform 
(Miscellaneous Provisions) (Scotland) Act 
1940, the court has discretion to award contri- 
bution towards the damages in such sum as it 
considers just. In a report dated 30 September 
1988, entitled ‘Report on Civil Liability— 
Contribution’, the Scottish Law Commission 
has considered two problems on contribution, 
namely: 

(a) The scope of the 1940 Act is uncertain. 
It is generally regarded as providing a 
right of relief only between parties 
whose liability is in delict (analogous to 
tort under English law), but not 
between parties liable for breach of 
contract or any other obligation. 

(b) In order to obtain relief under the 
1940 Act the claimant must have been 
found liable in proceedings before the 
Scottish courts to pay damages to the 
person who has suffered the loss. A 
settlement outside the court or the 
judgment of a court outside Scotland is 
insufficient. 



25 



Printed image digitised by the University of Southampton Library Digitisation Unit 



The report contains detailed recommendations 
for legislation to deal with both these problems. 

3.29 We note that the Report does not discuss 
the alleged unfairness of the basic principle of 
joint and several hability to which we refer in 
paragraph 3.21. In paragraph 3.7 of the Report 
the Commission says ... “In the first place, it is 
important that the law should encourage the 
settlement of claims.” “Secondly, the law 
should try to achieve fairness among concurrent 
wrongdoers ... so that each one is hable to pay 
only an equitable proportion of the total loss. 
Thirdly, the notion of fairness among concur- 
rent wrongdoers should not prejudice the posi- 
tion of the injured party. His expectation of 
recovering the full amount of his loss should not 
be affected by the number of wrongdoers who 
contributed to it. While it may not be possible 
to reconcile these three objectives in all aspects 
of the law of contribution, they remain, we 
beheve, the guiding principles of reform.” It 
might appear from this that the Commission 
would not have favoured a proposal on the lines 
mentioned in paragraph 3.22 above. 

3.30 As explained above, the law of joint and 
several hability appears to auditors to operate 
unfairly in cases where they and the directors 
have both been neghgent but the latter have 
inadequate resources. The position of auditors 
would thus be improved if more directors 
carried insurance. We have found that in a 
surprisingly large proportion of very large 
companies directors are now insured, in con- 
trast to the position five years ago, but we doubt 
whether this is true of small and medium-sized 
companies. There remains some doubt about 
the effect of section 310 of the Companies Act 
1985 (quoted in paragraph 3.3 above) on 
insurance pohcies taken out by companies for 
directors and officers. We beheve that if this 
were clarified it would encourage more com- 
panies to provide such insurance. Apart from 
the direct benefits to directors, this would also 
improve the position of plaintiffs, and of 
co-defendants of directors. Though most claims 
would be settled out of court, any htigation 
would serve to clarify the responsibihties of 
directors. 

Contributory negligence 

3.31 Under the Law Reform (Contributory 
Neghgence) Act 1945 (in Northern Ireland, the 
Law Reform (Miscellaneous Provisions) Act 
(Nothern Ireland) 1945), where a person suffers 
damage partly as a result of his own fault and 
partly as a result of the fault of another person, 
any damages awarded to him will be reduced to 
such extent as the court thinks just and 
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equitable having regard to the claimant’s share 
in the responsibihty for the damage. There is a 
doubt as to the application of the Act to claims 
other than those in tort or dehct. 

3.32 In its Report referred to in paragraph 
3.25, the Scottish Law Commission takes the 
view that it would, for example, be unfair, in 
those cases where an injured party has alternat- 
ive claims in dehct and contract for breach of 
what amounts to the same duty of care, if he 
could avoid reduction of damages on account of 
his contributory negligence simply by choosing 
to frame his action in contract. The Report 
contains recommendations for rectification of 
this situation, including a recommendation that 
the 1945 Act should be repealed and replaced 
with separate legislation for Scotland. It seems 
to us that the representations which we have 
received in relation to defects in the law relating 
to contributory negligence would be met by 
taking similar action in respect of the law in the 
other parts of the United Kingdom. 

‘Whistle-blowing’ 

3.33 The Financial Services Act 1986, the 
Building Societies Act 1986 and the Banking 
Act 1987 all make provisions in relation to 
supervisory bodies and auditors. While the 
provisions in the three Acts are not identical, 
the general purport can be summarised as 
follows: 

(a) An authorised person, whether or not a 
company for the purposes of the Com- 
panies Acts, may be required to pro- 
duce audited accounts, the appropriate 
supervisory body having power to 
appoint an auditor if the authorised 
person fails to do so. 

(b) In certain circumstances a second 
auditor can be appointed to make a 
report direct to the supervisory body. 

(c) An auditor may be required to report to 
the supervisory body his proposed resig- 
nation or intention not to seek re- 
election or his decision to quahfy the 
authorised person’s accounts. 

(d) Auditors are exempted from liability for 
communicating certain types of informa- 
tion in good faith to a supervisory body, 
whether or not requested by the super- 
visory body to do so. 

(e) The supervisory body is given power to 
make rules for auditors to provide cer- 
tain types of information to it. 

3.34 We have no evidence that ‘whistle- 
blowing’ under such provisions has yet given 
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rise to claims, but accountants have told us that 
they see potential risks, particularly in relation 
to third parties, if they either report inaccurate 
suspicions to supervisory bodies at an early 
stage, or fail to report accurate suspicions early 
enough. 

Incorporation 

3.35 At present, auditors must practise as sole 
practitioners or partnerships, so that their 
liability generally is unlimited. In partnerships 
the partners have unlimited joint and several 
liability for partnership debts, so that a large 
negligence claim could not only put the part- 
nership out of business, but could result in the 
individual partners being bankrupted. The 
present Companies Bill is intended to allow 
auditors to practise as limited or unlimited 
companies. Incorporation as a limited company 
would put the auditors on a similar footing to 
most of those with whom they deal and would 
mean that the personal assets of those who were 
not personally negligent were not put at risk. It 
would still be possible to sue any individual in 
the audit firm who could be proved to have 
been personally negligent as well as suing the 
company, though whether plaintiffs would 
choose to do this is open to doubt. 

3.36 It is not clear whether the overall effects 
of a catastrophic negligence claim against a 
company would be significantly less drastic than 
the effects of a similar claim against a similar 
partnership. Although the principals would not 
be personally bankrupted, the company would 
be wound up and they would lose their invest- 
ment and their jobs. 
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PART 4 



International Developments 



The market 

4.1 We have not taken any direct evidence 
about the availability of professional indemnity 
insurance (PII) for small firms of accountants 
overseas; nor about their claims experience. As 
explained in Part 5 below, the larger firms of 
accountants, operating internationally, organise 
their insurance on a world- wide basis, and the 
comments which follow in this Part relate 
mainly to their experience. 

4.2 In many countries, including France, 
Spain, Italy and other southern European 
countries, the role of the statutory auditor has 
not been so well-developed as in the United 
Kingdom. In these countries, the threat of 
litigation has tended to focus on international 
audit work which in the main will not have been 
statutory. There appears to be a general trend 
towards an enhancement of the auditor’s role 
(possibly encouraged by the changes mentioned 
in paragraph 4.8 below), and this may well flow 
through to a consequential increase in litigation 
against auditors. 

4.3 In some of those European countries 
where the position is more similar to that in the 
United Kingdom, such as the Scandinavian 
countries, there appear to be few claims against 
auditors and no problems in obtaining insur- 
ance. In others, such as Belgium and the 
Netherlands, the history of claims is not exten- 
sive, but there are signs of an increase and 
insurance cover is proving costly. 

4.4 In the United States the number, nature 
and size of claims are causing problems for 
accountants, and these seem still to be increas- 
ing. Constant initiatives are undertaken by the 
professional bodies seeking to limit liabihty. 
The position in Canada is broadly similar, 
though not so extreme. Hong Kong is experien- 
cing a run of severe htigation, and Australia’s 
experience is such that there are initiatives to 
try to limit liabihty (see paragraph 4.10 below). 
In each of these four countries, accountants 
face the same problems of sharply changing 
premiums and inadequate available insurance 
as in the United Kingdom. 
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Law 

4.5 The countries with a well-developed statu- 
tory audit function tend to be those with 
legislative systems based on common rather 
than civil law. In most if not all of those 
systems, the two tenets of unlimited liability 
and joint and several liability apply. In addition, 
in the United States, the treble damages cap- 
able of being awarded against accounting firms 
under the Racketeer Influenced and Corrupt 
Organisations laws have been a major problem 
for auditors. In a small number of countries, 
such as the Federal Republic of Germany, there 
is a hmit on liability in respect of statutory 
audits, but, as business becomes more interna- 
tional, such limits may become less effective in 
practice. 

4.6 The International Bar Association submit- 
ted to the study team a copy of a report 
‘Professional Indemnity Insurance: Proposals 
for Legislation’ (extracts at Annex 8) which was 
prepared by a committee of experienced 
European and American lawyers and was 
adopted by the Association’s general meeting in 
Buenos Aires in September 1988. The report 
deals with professions generally and deals in 
most detail with developments in the United 
States. Of particular interest is the information 
on the responses by individual States to the 
recommendations of the Tort Policy Working 
Group established by the US Government and 
which reported in 1986: 16 States had to some 
extent implemented a recommendation that the 
doctrine of joint and several liability should be 
eliminated; and a number had introduced some 
system of capping liability, but only in relation 
to personal injury cases or others involving 
non-economic loss. 

4.7 The questions of statutory limitations and 
contractual limitations are being explored in a 
number of countries where the liability of 
auditors is currently unlimited. No such changes 
have yet been made, but the best developed 
proposal of which we are aware is the Austra- 
lian one described below. 

4.8 The programme of company law harmoni- 
sation in the European Community contains a 
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number of Directives which affect or will affect 
the contents of accounts or the qualification of 
auditors, but there are no proposals which 
directly deal with liability or insurance. A 
Directive adopted last year on the mutual 
recognition of higher education diplomas will 
also affect auditors, in that it will make it easier 
for accountants who have qualified in one 
Community country to practise in another. We 
see no reason, however, to expect any of these 
changes to have a direct effect on auditors’ 
liability in the United Kingdom, but they may 
contribute to the development of the auditors’ 
role in the Community countries described in 
paragraph in paragraph 4.2 above. 

‘Capping’: the Australian proposal 

4.9 In September 1986, the Australian Com- 
panies and Securities Law Review Committee 
submitted a report to the Ministerial Council on 
the civil liability of company auditors. This 
recommended a statutory limitation of auditors’ 
liability. The Ministerial Council asked the 
National Companies and Securities Commis- 
sion to prepare a detailed scheme of limitation, 
which they did in 1987. So far no action has 
been taken on the report, but it represents the 
best attempt of which we are aware to over- 
come the practical difficulties of devising a 
reasonable and workable capping system. 

4.10 The NCSC working party recommended 
that the maximum potential liability of an 
auditor ‘...to all persons arising from each 
‘event’ in the nature of an audit, the subject of 
litigation,...’ should be limited according to the 
following table: 

Audit fee Statutory cap 

Nil to A$1,00() A$200,000 

A$l,001 to A$5,000 A$500,0()0 

A$5,001 toA$20,000 A$lm 

A$20,001 to A$50,000 A$lm to A$2.5ra 1 ^ 

A$50,001 to A$100,000 A$2.5m to A$5m I 

A$100,001 to A$500,000 A$5m to A$10m [ ° 

A$500,001 to A$lm A$lm to A$20m 

In excess of A$lm Greater of A$20m and ten 

times fee 



such a claim twice in any one year. They also 
recommended that: 

(a) each auditor should be required to 
maintain such PII for six years after 
retirement; 

(b) there should be a minimum prescribed 
deductible; 

(c) the definition of whether claims relate 
to the same event should be the same in 
the PII policies as in the statute defining 
the cap; 

(d) the cap in relation to the audit of a 
holding company should be based on 
the aggregate of audit fees of that 
auditor for all the companies in the 
group; 

(e) if a claim cannot be met in full by 
insurance because an individual auditor 
has provided false or misleading 
information to his insurer or because of 
any other wilful, deliberate or frau- 
dulent conduct of the auditor, then that 
individual should personally have unli- 
mited liability, but any partners, princi- 
pals or employees who were not know- 
ingly concerned with such conduct 
should retain the protection of the 
statutory cap; 

(f) if a claim cannot be met in full because 
of (i) an inadvertent failure on the 
auditor’s part to comply with the terms 
of his insurance, or (ii) the insolvency of 
the auditor’s insurer, then the statutory 
cap should apply, though the auditor 
would still be personally liable up to that 
limit. 

(g) any legal costs should be excluded in 
determining the amount to be made 
available to plaintiffs, so that the 
amount of the statutory cap should be 
available in full for damages only. 



The minimum statutory cap (A$200,000) coin- 
cided with the cover required at that time by the 
Australian Society of Accountants. 

4.11 The working party recommended that , as 
a condition of acting as an auditor, an 
accountant should be required to have non- 
cancellable PII on a scale which would enable 
him to meet a claim for the largest amount for 
which he could be liable under the capping 
system on the basis of the largest fee actually 
charged in the previous five years, with one 
reinstatement, so that he would be able to pay 
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PART 5 



Professional Indemnity Insurance 



5.1 Accountants do not carry separate insur- 
ance policies for audit work, so that the 
descriptions below apply to insurance which 
also covers the other services they provide 
(described in paragraph 2.8 above). 

5.2 The differences between the large and 
small accountancy practices described in para- 
graph 2.6 above are reflected in their insurance 
arrangements and experience. Although the 
hardening of the insurance market in 1985 to 
1987 affected professional indemnity insurance 
(HI) for all accountants, the way in which it 
affected them was markedly different for large 
and small practices. 

The experience of smaller practices 

5.3 Our survey of auditors (see Annex 5) 
showed that 99 per cent of partnerships, but 
only 80 per cent of sole practitioners, have PII 
cover. The main reasons given by the 20 per 
cent for not having cover were that they saw no 
need for it (11 per cent) or that the cost was too 
high (8 per cent). Only 2 per cent of part- 
nerships and none of the sole practitioners 
found that they could not obtain all the cover 
they required. 85 per cent of partnerships and 
66 per cent of sole practitioners who expressed 
a view said that they regarded the cost of PII as 
unreasonable. 

5.4 The brokers who deal with smaller prac- 
tices including sole practitioners told us that 
premiums for a typical practice more than 
trebled between the beginning of 1985 and 
mid- 1986, remained stable to the end of 1987, 
and have been falling since then. This 
movement, and its relationship to fee income, is 
illustrated in the table at Annex 9. 

5.5 At the same time as premiums rose 
sharply in 1985-86, the extent of cover was 
reduced. Although the brokers confirmed our 
survey findings that smaller practices have had 
no significant difficulties in obtaining the over- 
all level of insurance cover they seek, the 
policies changed in the following ways: 

(a) Formerly the cover limit was for each 
and every claim— this changed to an 



aggregate cover limit (eg a practice with 
£1 million cover would formerly have 
been insured for any number of claims 
within that limit, but by 1986 the insur- 
ance would have been exhausted once 
the total claims in the year had reached 
£1 million). The policy conditions gen- 
erally allow for one reinstatement of 
cover when the aggregate limit has been 
exhausted. 

(b) The typical self-insured deductible in 
relation to each claim (ie that part of 
any claim to be met by the practice 
rather than the insurers) rose from less 
than 1 per cent of fee income to between 
2 per cent and 3 per cent. In 1984 it was 
possible to buy cover with no deduc- 
tible, but from the second half of 1985, 
some deductible became unavoidable. 

(c) Legal costs, which the insurers had 
previously met in addition to the indem- 
nity limit of the cover, came to be 
included in the overall policy limit 
(thereby reducing the amount of insur- 
ance available to meet the claim). 

In the softening market, these changes have 
recently been to some extent reversed. 

5 . 6 Many of the smaller firms were understand- 
ably aggrieved by the sudden increases in 
premiums, particularly those firms which had 
good claims records, and many felt that they 
were being unfairly penalised because of the 
large, publicised claims against the larger firms. 
We have seen the aggregate results of the 
premiums, claims and payments for a repre- 
sentative number of smaller firms, and we 
believe that the premiums were uneconomically 
low in the early 1980s and that the increase 
thereafter can be fully explained as the market’s 
reaction to the poor experience of insurance for 
the smaller practices. The market does appear 
to have over-reacted in 1985 and 1986, and it is 
now readjusting. 

5.7 We believe that the experience of the 
scheme run by Bowring for the Institute of 
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Chartered Accountants in England and Wales 
up to the end of 1988, covering about one third 
of accountancy practices in England and Wales, 
is not untypical of the experience of insurance 
for smaller practices. In that scheme, audit 
work gave rise to less than 10 per cent of the 
number of claims, but these represent almost 30 
per cent of the aggregate of sums paid and of 
sums reserved (ie the amounts estimated by 
insurers to be likely to be paid on claims already 
being processed) . The average size of claims for 
audit work is higher than for any other type. 
Bowring have told us that their experience in 
running the Scottish Institute’s scheme is 
broadly similar. 

5.8 The premiums for each practice are based 
on its annual fee income, but are adjusted by 
either a credit or debit depending on a number 
of factors, including its mix of different types of 
work, its claims record, its largest single client, 
and any work done overseas, particularly in 
North America. The Bowring scheme also took 
into account the responses to a quality control 
questionnaire, circulated separately from the 
insurance proposal form. 

Intermediate-sized practices 

5.9 We believe that what we have said about 
smaller practices will be true for partnerships 
with annual fee income up to around £15 
million. Of the twelve or so firms with annual 
fee income of between £15 million and £100 
million, most have extensive international 
affiliations and/or large listed company clients; 
and thus these firms have problems similar to 
those of the Big 8 described below in obtaining 
adequate cover. However, their relatively 
smaller turnover means that they would be less 
well able to cover a very large claim which 
exceeded their total coverage or to arrange 
self-insurance on the same scale as the Big 8 
(see paragraph 5.35 below). 

5.10 On the other hand, those firms in this 
category who have no overseas or very large 
clients find their experience is closer to the 
smaller partnerships, in that they can purchase 
the cover which they consider adequate. As 
with many of the smaller practices, the cost of 
that insurance appears to them to be excessive 
in terms of their good past claims record. 
However, the insurers justify the cost on the 
grounds of the risk of larger future claims— one 
major loss could outweigh several years’ pre- 
miums from all the firms in this group. 

Experience of the eight largest accountancy 
firms 

5.11 All of the Big 8 international account- 
ancy firms buy all of the insurance cover they 



can obtain in the market and have done so for 
many years. The costs of premiums vary con- 
siderably, depending on the self-insured deduc- 
tibles which they accept. The cover is denomi- 
nated in US dollars, and each firm co-ordinates 
its insurance arrangements with the other firms 
in its grouping. For example, a number of these 
firms share certain aspects of their PII 
arrangements world-wide with some or all of 
the overseas firms in their international group- 
ing. It is possible, therefore, that in the event of 
a claim in the UK, either the deductibles or the 
pohcy hmits may have been eroded by claims 
paid or reserved in another area. 

5.12 In contrast to the smaller practices, the 
main concern of the Big 8 has been the 
availability of cover rather than the cost. The 
amount of cover available has reduced in two 
ways: first, the maximum amount covered, 
which had grown faster than fee income for 
policies renewed from 1978 to 1984, fell back 
sharply in 1985, and fell further in 1986. Since 
1987 the maximum cover has been less than half 
of the 1984 peak, while over the same period, 
average fee income of the UK firms has more 
than doubled and there as been a substantial 
increase in the size of many of their chent 
companies. These maximum levels are provided 
on an each claim basis, though they have always 
been subject to aggregate limits. 

5.13 The second way in which the amount of 
cover has been reduced is that since 1985 they 
have been able to purchase in the commercial 
market only a proportion of coverage at each 
level. (For example, in a particular year, the 
commercial insurance market might be willing 
to cover only 60 per cent of the band between 
$20 million and $40 million.) At the lower levels 
of cover, the full effect of this was initially 
deferred by a policy condition whereby, if 
certain insurers wish to withdraw but others do 
not offer to take over, the original insurers will 
continue to provide coverage for a further 
limited period. (UnUke some other types of 
insurance, PII is generally bought on a ‘claims 
made’ basis— ie the year of coverage applicable 
is determined by the date of notification to the 
insurers of the claim or of the circumstances 
giving rise to the claim.) 

5.14 As with the small practices (paragraph 
5.5 above), the quahty of coverage has also 
changed. In addition to the larger deductibles 
on each and every claim, the firms have also 
had to bear greatly increased self-insured 
aggregate deductibles before insurance cover- 
age applies. This can be higher than 10 per cent 
of the UK firm’s annual fee income (though is 
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likely to be shared with other firms in the 
international grouping). As for the smaller 
firms, the legal costs came to be included in the 
overall policy limit. 

5.15 A number of the Big 8 have for some 
time had their own internal insurance 
arrangements to fund the self-insured reten- 
tions before commercial insurance attaches. In 
order to fill the further gaps in their coverage 
(described in paragraph 5.13 above), they have 
adopted the following measures: 

(a) In 1986, they formed a mutual insurance 
company. Professional Asset Indemnity 
Ltd (PAIL) the effect of which is to 
build up a fund to meet shortfalls in 
cover. This company fills out the 
uncompleted shares in the higher layers 
on the same terms and conditions as the 
commercial market. 

(b) In 1987, most of them participated in 
setting up PADUA Ltd to provide 
mutual cover for shortfalls at lower 
levels of cover. 

5 . 16 The highest UK settlement to date is only 
shghtly lower than the current level of cover 
available; and one claim involving audit work in 
the United States (but not against a Big 8 firm) 
has been settled for substantially more than the 
present maximum level (though within the 
relevant coverage, ie the cover at the time when 
the circumstances giving rise to the claim were 
notified to the insurers). The accountants and 
their insurers are concerned that there is a real 
risk of an award being made which would 
exceed the cover now provided by the commer- 
cial insurance market and seriously impair the 
funds available through the self-insurance and 
mutual funding schemes. 

Reasons for these trends 

5.17 The insurance market as a whole is 
affected by general economic variables such as 
inflation and interest rates. It is also, of course, 
affected by the incidence of very large indi- 
vidual claims such as those caused for example 
by natural disasters such as hurricanes and 
earthquakes or by serious products claims from 
such causes as asbestos. The period from 1982 
to 1984 was undoubtedly the worst for insurers’ 
underwriting results in recent years, and this 
was particularly true in North America and in 
the international reinsurance market which at 
that time provided significant support to the 
then substantial limits of coverage purchased by 
the Big 8 firms. 

5.18 Accountants’ professional indemnity 
claims occur more frequently when there is an 
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economic down-turn such as a recession or a 
period of high interest rates. Because profes- 
sional indemnity settlements follow the events 
giving rise to them by a number of years, the 
underwriting cycle tends to be particularly 
marked. When insurers are reporting good 
underwriting results, it encourages additional 
investment in the industry leading to increased 
underwriting capacity. The high interest rate 
period in the middle 1970s encouraged insurers 
to accept more business than was sensible at 
uneconomic prices in the belief that they could 
compensate for unsatisfactory underwriting 
results by high interest earnings on premiums 
collected. When towards the end of the 1970s 
insurers realised their mistakes and rapidly 
increased premiums, it attracted a significant 
number of new companies into the international 
insurance and reinsurance business. Conse- 
quently this led to the period when accountants, 
in common with many other insureds, were able 
to obtain very high limits of insurance. How- 
ever, due to the over-geared position of the 
insurance and reinsurance market, with lead 
insurers often retaining very httle of the risk, 
these high policy limits were somewhat artificial 
and unsustainable. 

5.19 The period of rapid expansion in insur- 
ance availability at uncompetitive rates in the 
early 1980s was followed by very bad under- 
writing results in 1982-84. These underwriting 
results caused many insurers and reinsurers 
either to withdraw from the business altogether 
or substantially to restrict their capacity, bring- 
ing about a very tight phase of the underwriting 
cycle in 1985-88, when there were very large 
premium increases for accountants’ PII (as for 
most insurance premiums) combined with a 
reduction in the limits available to them. 

5.20 When there is a shortage of capacity 
generally, the amount available for PII will 
reduce, not only in proportion to the general 
lack of capacity, but more sharply because 
insurers will prefer to deal in risks which are 
inherently more predictable (eg motor or 
property insurance) or with which they are 
more familiar (eg ships and aircraft). 

5.21 Between 1983 and 1988 at least 19 major 
insurers of accountants’ professional indemnity 
withdrew from the market. The bad under- 
writing results generally sustained by the inter- 
national reinsurance community coincided with 
an unprecedented number of serious claims 
against accountants which made the situation 
even worse. Moreover, insurers also felt that 
new interpretations of professionals’ legal 
duties extended auditors’ responsibilities and 
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raised the standards of care required, exposing 
auditors to greater and undefined liabilities. 
This also was reflected in reduced capacity and 
increased premiums. 

Summary 

5.22 The major causes of the recent trends 
both in the United Kingdom and world- wide 
therefore seem to be: 

(a) a general lack of adequate profit in the 
insurance market, leading to a particu- 
larly sharp fall in capacity in difficult 
risks, particularly including PII; 

(b) the normal cyclical hardening in the PII 
market, following the soft market from 
1980 to 1984, when premiums became 
unprofitably low; 

(c) increasing claims against accountants, 
including some very large and well- 
publicised ones; 

(d) court decisions which suggested that 
accountants and other professionals had 
wider liabihties than previously thought, 
but leaving the legal position uncertain. 
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PART 6 

Litigation and Claims 



6.1 We have no doubt that the potential 
liabilities of auditors as well as the size and 
number of actual claims have increased very 
substantially over the years. The reasons for 
this include: 

the business world has become more complex 
and sophisticated, partly reflecting the trend 
in the UK economy away from manufac- 
turing towards services, particularly financial 
services; 

the potential losses involved have increased 
in real terms far faster than the rate of growth 
of companies or of accountancy firms; this is 
particularly so in relation to acquisitions 
fifteen years ago companies above a certain 
moderate size were thought to be safe from 
takeovers; 

the profession itself has set higher standards 
for its members to attain. 

Each publicised claim against an auditor, 
whether it involves court proceedings or is 
settled out of court, seems to induce others to 
consider the possibility of making such a claim. 
Since many plaintiffs, often themselves public 
companies, are publicly accountable, there is 
pressure on them to make claims on any 
grounds available, if only to demonstrate that 
they have taken every step available which may 
result in the making good of a loss incurred. 

6.2 The auditor cannot limit his hability to the 
company and its shareholders, and so his 
liability must be regarded as unlimited. In 
practice he probably cannot limit any liabilities 
to other readers of the accounts, which for all 
limited companies are a public document, 
available for public inspection at Companies 
House. Potentially the figures can materially 
exceed the market capitalisation or net tangible 
asset value of the company concerned. For 
example, in the case of banks or other financial 
services companies, with gross habilities which 
can be a large multiple of net assets, total claims 
could in theory be the amount of or even exceed 
those gross liabilities. It is also possible that 
damages for the same loss can be awarded to 
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more than one party, for example both to the 
company and to a shareholder. 

6.3 Many of the accountants we have consul- 
ted have stressed the burden which defending 
large claims, even successfully, puts on their 
practices. The financial costs of defending 
claims have increased for a number of reasons: 
apart from the increasing number and size of 
claims, and the general increase in the cost of 
legal services, more time must be spent on each 
claim, both because the claims are generally 
more complex and because even for a similar 
claim the preparation will now be more exten- 
sive than it was some years ago. These costs can 
now run into several milhons of pounds. 

6.4 Although if successful the accountants will 
recover a substantial part of their external legal 
costs (to the extent that the plaintiff is able to 
meet them), they will not recover any of their 
internal costs in time spent by partners, man- 
agement and internal lawyers. Outstanding 
large claims also could have an adverse effect 
on morale and reputation. All of these factors 
put pressure on defendants to reach a 
settlement rather than to fight the case. 
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PART 7 



Effect on Provision of Services 



7.1 The increases in claims and settlements or 
awards, in the cost of insurance, and in the 
exposure of those firms unable to obtain what 
they consider to be adequate cover has a 
number of effects on the way the accountants 
provide services. 

Costs of audit services 

7.2 The costs to the accountants are increased 
in the following ways; 

(a) they now pay higher insurance pre- 
miums (paragraph 5.4 above); 

(b) a higher proportion of settlements or 
awards is not covered by commercial 
insurance so that either they pay more 
of each settlement, or they contribute to 
a mutual or captive (Part 5 above); 

(c) they have higher external costs of defen- 
ding claims (paragraph 6.4 above); 

(d) the unrecoverable, internal cost of 
defending claims has increased (para- 
graph 6.3 above); 

(e) they may carry out more extensive audit 
procedures (paragraph 7.4 below). 

7.3 It is not possible to measure the extent to 
which these costs are passed on to clients, but 
they have a significant impact on the costing 
structure of the large firms of accountants. 

More extensive auditing 

7.4 Accountants are more conscious of the 
risk of claims for negligence, and this is likely to 
have two effects on the way in which they 
provide audit services. First, the auditor may 
carry out more extensive checks— if auditors 
were previously carrying out inadequate 
checks, this would represent an improvement in 
the service, but there may be a level of checking 
beyond which no purpose is served other than 
to protect the auditor in the event of a claim. 

7.5 A second possible change is that auditors 
may more often quahfy their audit reports. 
There does not appear to have been any change 
for larger companies. But there does seem to 
have been an increase in relation to small 
companies, where many auditors have been 



using a form of words contained in Example 6 
of an Auditing Guidehne issued by the profes- 
sional bodies in 1980. This is used in connection 
with small companies and appears to be an 
attempt to disclaim responsibility on the 
grounds that the auditor has had to rely on 
assurances from the management of the com- 
pany, but with no indication to the reader of 
which items in the accounts have not been 
independently verified. The Auditing Practices 
Committee, noting that more than half of 
qualified audit reports were in this form and the 
criticism of it, is currently replacing the relevant 
Auditing Guideline with an Auditing Standard 
effective for audit reports dated on or after 1 
September 1989. 

Rejection of categories of clients 

7.6 Many accountants are less wiUing to take 
on chents who seem to them to raise particular 
risks of claims. Our survey shows that, for 
around 20 per cent of partnerships (and 25 per 
cent of sole practitioners), there are categories 
of business for which they would not accept new 
audit business. Of these, roughly one third have 
actually refused to accept new business because 
of the prospect of liabihty, and a very few (less 
than 3 per cent of partnerships and 4 per cent of 
sole practitioners) have stopped auditing some 
existing clients. 

7.7 To the extent that accountants are 
avoiding chents whom they do not have the 
expertise to audit, and there are other 
accountants better able to cope with these 
clients, this may be an improvement. But we 
have heard from some of the larger firms, with a 
comprehensive range of expertise, that they are 
turning away potential chents whom they per- 
ceive to be more likely than average to result in 
neghgence claims. If this practice becomes 
widespread, then the result may be that com- 
panies which are seen as posing risks of this 
kind may find it difficult to appoint an auditor, 
or may appoint a firm with less comprehensive 
expertise. 

Difficulties in recruiting partners 

7 . 8 The potential personal liabihty of partners 
may be a disincentive to an accountant 
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accepting a partnership. While we have 
received no evidence that any offer of part- 
nership has been refused on these grounds, 
some firms have said that they believe it is a 
factor in the decisions of some partners and 
potential partners to take jobs in industrial or 
commercial companies rather than remain in 
practice as accountants. 

Summary 

7.9 Some of these influences have good as 
well as adverse implications for clients and 
other users of accounts but if claims continue to 
increase, and particularly if one of the largest 
partnerships were to be obhterated by a large 
claim beyond its insurance cover, then they 
would be likely to increase to the point where 
they would significantly reduce the value of the 
audit service. If one of the Big 8 partnerships 
failed in this way, then quite apart from the 
direct disruption caused to its clients, the effect 
on the rest of the profession would be con- 
siderable. Accountancy could suddenly become 
a much less attractive career option and recruit- 
ment would suffer. Those who were offered 
partnerships might think twice before 
accepting. It has been represented to us that the 
impact of such a failure could lead to the end of 
the independent and highly-qualified audit ser- 
vice which plays an essential role in the British 
business community. 
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PART 8 



Key Issues 



8.1 We have been impressed by the quahty 
and consistency of the evidence we have 
received. The scope of our study being statutory 
audit work and other statutory reporting meant 
that we were able to focus our investigations 
and we are satisfied that we have been able to 
form a wide-ranging, detailed and worthwhile 
view of the situation. 

Increasing claims 

8.2 Claims against auditors have been increas- 
ing in number and size. When large businesses 
collapse nowadays it is normal for those who 
have suffered loss and are looking for recom- 
pense to examine the position of the auditor. 

8.3 We do not believe that this is a reflection 
of falling standards on the part of auditors— on 
the contrary, the profession has been making 
efforts to improve training and standards, but in 
the field of litigation this simply has the effect of 
raising the benchmark of the care and skill 
expected of an auditor. The reasons rather are a 
widespread assumption that the audit report is a 
guarantee or warranty of the accuracy of 
accounts and the soundness of the company; 
and the knowledge that accountancy firms carry 
substantial professional indemnity insurance 
(PII). 

Scale of liabOity 

8.4 Unlike other professions, and unlike 
accountants involved in non-audit work, 
auditors are prevented from negotiating con- 
tractual limits to their liability with their clients 
(paragraph 3.3 above). The sheer scale of the 
potential claims against auditors is striking: 
claims could substantially exceed the value of 
the company audited (paragraph 6.2 above). 

Uncertainty of potential plaintiffs 

8.5 A further difference between auditing and 
most other professional services is the public 
nature of the accounts and the audit report, 
which means that the auditor can be found to 
owe a duty not only to his chent, the company, 
but also to a wide and uncertain range of third 
parties which can include individual share- 
holders, prospective purchasers, banks and 
other creditors. It is hoped that the Caparo 



case, on appeal to the House of Lords, may 
provide some further clarification of those to 
whom a duty is owed (Part 3 above). 

Insurance 

8.6 We have found that the problems faced by 
large and by small auditors are different in 
nature. Smaller accountancy firms have gen- 
erally been able to obtain as much insurance 
cover as they want; the largest firms have been 
unable to do so, particularly in the last four 
years. 

8.7 No insurance policy for accountants will 
ever cover the cost of compensating for the 
gross liabihties of a large bank or the takeover 
value of a large public company. The relative 
uncertainty of the risks run by accountants also 
means that, at times of general shortage of 
capacity in the insurance market, the costs of 
accountants’ PII rise sharply and the availabihty 
of cover is reduced. At present it seems that, 
after the last hardening of the market, costs are 
falling but the insurers are unwilling to go back 
to providing the previous high levels of cover. 

Costs of protection 

8.8 The need for accountants to protect them- 
selves against unlimited habilities when ade- 
quate insurance is not available imposes con- 
siderable costs on them and to some extent 
therefore on their clients (paragraph 7.2 
above) . 

Outstanding risk 

8.9 The unhmited nature of auditors’ liabili- 
ties means that each accountancy firm is 
exposed to the risk of obliteration. Attempts by 
accountancy firms to limit the risk imposes not 
only financial costs on them and their clients, 
but can also be expected to have adverse effects 
on the way they carry out audits. If a small 
practice were obliterated, it would be awkward 
for its chents and most unfortunate for the 
practitioners, but arrangements could probably 
be made for its work to be taken over by 
another firm. If one of the largest firms were 
obliterated it would be more difficult to organ- 
ise such a rescue, and it is hkely that many large 
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companies would be put to considerable 
expense and inconvenience in arranging interim 
measures for the audit or re-audit of their 
accounts, and in relation to other services 
provided by the accountancy firm. Such an 
event would also highlight to all accountants the 
risks they are running and would be likely to 
have a long-term effect on the way in which 
audits were carried out. In addition and most 
importantly, it would have a damaging effect on 
recruitment to the profession for some con- 
siderable time. 

Current developments 

8.10 The environment in which auditors 
operate has been changing recently, and there 
have been a number of developments relevant 
to this study: 

The Companies Bill introduced to Parliament 
in December 1988 is intended to make 
auditing much more tightly regulated. 

It is still too early to see what effect the 
‘whistle-blowing’ provisions of the Financial 
Services Act 1986 and other legislation will 
have on liabihty claims. 

From the beginning of 1990, there will be 
compulsory insurance for all practising 
accountants (paragraph 2.4 above). 

The insurance market has been softening: PII 
premiums are falling towards the levels of 
1984, and other terms and conditions are 
improving. However, the cover available 
from the market for very large claims has not 
increased. 

The Caparo case, now on appeal to the 
House of Lords, may clarify the extent of 
auditors’ duties to third parties. 

8 . 11 It seems likely that the first three of these 
developments will encourage the public to 
believe that there will always be someone 
solvent to sue if they suffer loss when a 
company collapses. On the basis of past insur- 
ance cycles, we would expect the market to 
harden again at some time in the early 1990s. 
The Caparo case may set limits to the uncertain 
range of people to whom auditors may be 
liable, but the Court of Appeal judgment would 
mean that the auditor can be liable to anyone 
who acquires a company provided only that he 
had at least one share before the audit report in 
question. 
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PART 9 



Possible Next Steps 



9.1 In the course of our study, we have heard 
and considered a number of proposals. We 
describe below the extent to which we believe 
these would reduce the problems identified 
above. 

Insurance 

9.2 Although the cost and availability of 
insurance are important factors in the problems 
identified, we have heard no proposals which 
would directly tackle this aspect. We beUeve 
that there is no option but to continue to allow 
market forces to determine what insurance is 
provided. Accountancy firms are now involved 
in self-insurance to various extents, including 
captive insurance companies and mutual 
schemes: these may help to compensate for the 
unavailability of coverage when the commercial 
insurance market is hard, but they will not be a 
complete solution to the problem. If other steps 
are taken to reduce the exposure of 
accountants, this may be reflected in an 
increased willingness of insurers to provide 
cover. 

Litigation 

9.3 As for all commercial htigation, the time 
and expense involved in defending professional 
negligence claims in the courts are consider- 
able, but we have heard no proposals that 
would directly reduce this and doubt whether 
any changes in court procedure solely for cases 
involving auditors would be possible or des- 
irable. 

Joint and several liability 

(a) Change in the general law 

9.4 It has been suggested that, when other 
parties share responsibility for a loss, it is unfair 
that the auditor should be liable to pay the full 
amount if the others are in relative terms not 
worth pursuing an economic grounds. A wide- 
spread proposal is that the auditor should be 
hable only for that proportion which he would 
be liable to pay if the other potential defendants 
had the funds to make an appropriate contri- 
bution and to meet their own costs. 

9.5 We have considered this (see paragraphs 
3.23-30 above) and we do not beheve that, in 



an attempt to alleviate the position of auditors, 
it is realistic to consider a change for them alone 
to the basic legal principle that a plaintiff should 
be able to recover damages in fuU from any one 
of the parties responsible. In any event, 
although such a change would seem fairer to the 
auditors, it would still not eliminate the risk of 
obliteration of a firm by a catastrophic claim. It 
seems to us that any change in the general law 
in relation to joint and several liabihty should 
follow consideration of it by the Law Commis- 
sion who could look at it in a wider context and 
with more detailed consideration of the effect of 
a change than we have been able to do. 

(b) Directors and Officers insurance 

9.6 The auditor’s position would, however, be 
improved if he were not the only defendant with 
adequate resources or insurance which is often 
the position at present. We beheve that if more 
company directors were insured then they 
might be able to make a contribution to a loss if 
appropriate, and they would at least have the 
resources to meet their own costs if they were 
joined as codefendants by auditors and if they 
were found to share responsibility. We are 
aware that the Department of Trade and 
Industry consulted widely in early 1988 on the 
question of reforming section 310 in this 
respect, but at the date of this report the 
Companies Bill contains no provision to reform 
it. We recommend that section 310 of the 
Companies Act 1985 should be clarified to 
allow companies to buy insurance for their 
directors, and officers. It is for consideration 
whether some encouragement should be given 
to directors and officers insurance: we do not 
believe that compulsory directors and officers 
insurance for large companies would be reahstic 
or desirable; but the admissibihty of the costs 
for taxation purposes would be an important 
factor in providing such encouragement. 

Contributory negligence 

9.7 We support the Scottish Law Commis- 
sion’s recommendation that the Law Reform 
(Contributory Neghgence) Act 1945 should be 
amended or replaced so as to make clear that 
contributory neghgence by a plaintiff is relevant 
to awards in contract as well as in tort or dehct, 
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and we believe this should be done for all parts 
of the United Kingdom (paragraph 3.32 above). 

Discretionary reduction of damages 

9.8 It was suggested to us that it was wrong 
that the auditor who is found to be liable, 
whether solely or jointly with others, for negli- 
gence should always be liable in full for all 
damages (being unable to limit his liability 
because of section 310 of the Companies Act 
1985) even though in the circumstances this 
might be seen as manifestly unfair. One propo- 
sal which addressed this was a recommendation 
that the courts should have discretion to reduce 
the award to whatever proportion seemed fair, 
taking into account all the circumstances, 
including the degree of negligence, the auditors’ 
insurance cover and the comparative ability of 
each party to bear the loss. Inevitably such a 
change would introduce yet another layer of 
uncertainty to the outcome of cases. 

Limitation of liability 

(a) Incorporation with limited liability 

9.9 As we noted above (paragraph 3.35), the 
proposal in the current Companies Bill to allow 
auditors to incorporate as limited or unlimited 
companies would enable the members of an 
accountancy partnership to become share- 
holders and directors of a limited company and 
so protect their personal assets (except for those 
who are personally negligent). But it would not 
prevent the practice from being obliterated by a 
catastrophic claim. 

9.10 In the event, it seems that few of the 
major accountancy firms intend to incorporate. 
There are a variety of reasons for this, including 
the differences in the taxation of partnerships 
and companies and in particular the significant 
tax costs of converting a partnership to a 
company. 

(b) ‘Capping' liability 

9.11 The proposal that the liability of auditors 
should be limited in relation to each audit is the 
one which most directly minimises the risk of 
obliteration by a single catastrophic claim. The 
best developed proposal we have seen is the one 
prepared by a working party of the Australian 
National Companies and Securities Commis- 
sion in 1987, described in Part 4 above. 

9.12 We have to say, however, that we see 
considerable difficulties in such a proposal; 
first, when the cap operates it will prevent 
plaintiffs from recovering the full loss they have 
suffered, and most directors and users of 
accounts naturally feel that this would be 
unfair. Second, even the carefully considered 



Australian scheme does not overcome all the 
practical difficulties— for example, auditors 
would be required to carry PII which would 
enable them to pay in aggregate twice the level 
of the cap which would apply to their largest 
single audit fee. If they were faced with three 
such claims in relation to one year, then not 
only could the accountancy firm be obliterated, 
but not all of the successful plaintiffs would be 
able to recover the amount of the cap (which 
would already be lower than their loss). Bearing 
in mind that it could take very different lengths 
of time to establish both liability and quantum 
in respect of the various claims, the effect would 
probably be first come, first served. 

(c) Allowing agreed limits 

9.13 The proposal to amend section 310 of the 
Companies Act 1985 by exempting auditors so 
as to allow each company and auditor to 
negotiate and agree a limit of liability would put 
the provision of audit services on the same 
footing as other contracts. Whether limits were 
agreed and at what level would depend upon 
market forces, particularly the cost and availa- 
bility of insurance, the attitudes to risk of the 
clients and auditors, and competition among 
auditors. 

9.14 It would be possible to specify minimum 
or maximum limits, either absolutely or linked 
to the size of the company, the audit fee or the 
availability of insurance. We believe, however, 
that it would be best to leave the contracting 
parties free to negotiate the limit. Where 
appropriate, the Unfair Contract Terms Act 
1977 would apply. We see no reason why 
auditors should have a special position in 
relation to that Act. If the Act is unsatisfactory, 
this is something which is likely to concern all 
providers of goods and services, not merely 
auditors. 

9.15 We believe that any such limit would be 
sufficiently important to shareholders that it 
should be included in the resolution appointing 
the auditor, and shown in the accounts. 

9.16 This proposal would not necessarily 
eliminate the risk of obliteration through cata- 
strophic claims, but it would give accountancy 
firms the ability to limit their liability contrac- 
tually in the same way as others presently can. 
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ANNEX 1 



Terms of Reference 



In the light of current concern about the cost and availability of professional indemnity insurance 
and the extent of professional civil liability for negligence, to estabhsh the facts about the effect on 
the following professions of the way the law operates in providing remedies to those who suffer loss 
as a result of the way in which a professional person performs his duties: 

(a) auditors (and other accountants in independent public accounting practice who carry out 
reporting functions arising out of statutory requirements); 

(b) architects/consulting engineers/construction surveyors; 

(c) other surveyors (such as land surveyors and mining surveyors). 

The studies should in particular: 

(i) Examine the nature of the service provided by the professions listed above, the professional 
duties and liabilities arising from that service, including the extent to which there are requirements 
to conform to professional standards and guidelines; the way in which the service is held out to the 
public; and public expectations and understanding of the service provided; 

(ii) Obtain detailed information about recent trends in the availabihty and cost of professional 
indemnity insurance for the profession listed above, and the reasons for these; 

(iii) Obtain detailed information about how the law has operated in the past and how it currently 
operates in relation to actions in negligence against members of professions listed above; 

(iv) Consider international developments with particular reference to the European Community 
and the extent to which they have affected, or may affect, (i), (ii) and (iii) above; 

(v) Assess the effects, now and in the future, of (i), (ii) and (iii) above on the availabihty, quality 
and cost of the services provided by the professions listed above, and the impact on those who rely 
on the service provided by members of these professions and to assess the effects of (i) , (ii) and (iii) 
above on the effectiveness and competiveness of these professions; 

(vi) If appropriate, suggest possible next steps for future consideration of the subject. 
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ANNEX 2 



Composition of the Study Team 



Chairman: Bill Morrison deputy senior partner, Peat Marwick McLintock; former President 

of the Institute of Chartered Accountants of Scotland 

Members: Tony Mallinson formerly senior partner, Slaughter and May 

Robin Jackson director, Merrett Underwriting Agency Management Limited 

Geoffrey Williams deputy Chairman, J Henry Schroder Wagg & Co Ltd 

Secretary: Richard Grafen Department of Trade and Industry 
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ANNEX 3 



Insurance Brokers who Provided Evidence 



Bowring Accountants’ Insurance Services Limited (formerly part of Bowring Professional 
Indemnity Limited) 

Bradstock, Blunt and Thompson Limited 

Hinton Hill and Philipps Limited 

Minet International Professional Indemnity Limited 
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ANNEX 4 



Survey of the Hundred Group 



Letters and questionnaires were sent to members of the Hundred Group of finance directors, in 
order to obtain the views of users of audit services: finance directors are users both as employers of 
auditors and as people who read other companies’ accounts. 

Of the 134 members, 67 replied, and the questions and an analysis of the responses are given below. 
Question 1: name and address 

Question 2: To what extent do (or should) investors and others base decisions on annual accounts 
(a) in extending credit, (b) in mounting takeovers, (c) in other investment decisions? 

The responses ranged from ‘not at all’, to ‘totally’, but most seemed to believe that, while annual 
accounts would rarely be the only piece of information used, they would normally be the single most 
important basic input. Generally, the responses argued that it was important that investors and 
others should be able to rely on the annual accounts. There was no common view that accounts 
were more or less important for anyone of the three categories of decision (a)-(c). Few respondents 
distinguished between what investors and others do and what they should do. 

Question 3: To some extent accountants (and the companies they audit) are paying the cost of 
general insurance of the correctness of the accounts not only for the companies themselves but also 
for some third parties. Is this fair and efficient? 

Yes 67 per cent 
No 16 per cent 
N/A 16 per cent 

Question 4: (a) Do you believe that directors should carry insurance? (b) Do you have Directors 
& Officers (D&O) insurance? (c) Would more widespread D&O cover relieve the perceived 
problem? 



Yes 


No 


N/A 


a) 76 


15 


9 


b) 61 


33 


5 


c) 36 


58 


6 


Question 5: 


Have 


you observed any changes in auditors’ attitudes recently, such as a more 



defensive attitude? 

Yes 27 
No 72 

N/A 1 

Question 6: What do you think the effect would be of proposals to reduce auditors’ exposure, for 
example (a) by capping their habihty at a fixed level or a multiple of fees? (b) where the blame can 
be apportioned between various parties, by making the auditors liable only in proportion to their 
share of the responsibility, even if the other parties are unable to pay? 

Most respondents (34 out of the 67) believed that capping would have adverse effects, many 
believing that it would lead to a reduction in standards of auditing and in the protection given to 
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shareholders and other users of accounts. Of those who beheved that capping would have positive 
effects (18), some said that it would lead to lower audit fees. The remaining 15 respondents divide 
into those who believe capping would have mixed effects, and those who beheve it would have 
negligible effects. 

Most respondents (37 out of 67) believed that changing the law of joint and several hability in 
relation to audit claims would have positive effects, and would be equitable and reasonable. The 17 
who opposed such a change included those who said that it was more important that those who had 
suffered loss should have adequate redress. 
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ANNEX 5 



Survey of the Auditors 



Questionnaires were sent to random samples of sole practitioners and partnerships. The samples 
were drawn from membership lists supplied by the ICAs, ACCA and AAPA. The largest 20 
were excluded, and three hundred sole practitioners and 450 firms were selected. We received 98 
usable returns from sole practitioners and 146 from firms. 

A copy of the questionnaire is attached. 

The results are given by number of respondents except where otherwise stated. 

Results for sole practitioners 



Question 2: 

Number of partners 

Average number of other chargeable staff 
Average aggregate fee income 



not applicable 

1.7 

£44,400 



Question 3: 

Average percentage of fee income generated by audit/attest work 



32 per cent 



Question 4: 

a) Do you have professional indemnity insurance (PII) cover? 



Yes 

No 



b) Reason for not having PII: 

— not able to obtain it . . 

— cost too high 

— see no need for it . . . . 

— some other reason . . . 



78 

20 



Question 5: 

Did you take all the cover available? 



Yes 42 
No 37 



If not, this was because: 

Did not need it 

Too expensive 

Was all the cover you required available? 



Yes 24 

No 5 

Yes 17 

No 2 

Yes 77 

No 0 



Question 6: 

Over the last five years, has PII become 

easier to obtain 

more difficult to obtain 

neither of these 

Over the last five years, has PII become 

less expensive 

more expensive 

neither of these 

46 



10 

14 

51 

6 

62 

8 
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Question 7: 

Do you regard the cost of insurance as reasonable? 



Yes 27 
No 53 



Question 8: 

Categories of work for which: 

stopped auditing existing chents . . . 
have refused new audit business . . . 
would not accept new audit business 
Adapted procedures or staff training . 
Other effects on firm 



Yes No n/a 

4 92 2 

9 85 4 

25 70 3 

18 76 4 

14 75 9 



Question 9: Yes No 

Claims in last five years 4 93 

If yes, did any involve a court hearing 0 4 

for last settled claim: 

No insurers involved 0 4 

Final payment: 

Nothing 1 

Within excess 1 

Larger amount within insurance 1 

Larger amount not covered by insurance 0 

Not stated 1 

Did it involve a court judgment? Yes 0 

No 2 
n/a 2 



Results for partnerships 

Question 2: 

Number of partners 

Average number of other chargeable staff 

Average aggregate fee income £521,000 



Question 3: 

Average percentage of fee income generated by audit/attest work 



Question 4: 

a) Do you have professional indemnity insurance (PII) cover? 

b) Reason for not having PII: 

— not able to obtain it 

— cost too high 

— see no need for it 

— some other reason 

Question 5: 

Did you take all the cover available? 



If not, this was because: 

Did not need it 

Too expensive • 

Was all the cover you required available? 



Yes 


145 


No 


1 


0 




0 




1 




0 





Yes 


62 


No 


82 


n/a 


2 


Yes 


61 


No 


5 


Yes 


37 


No 


8 


Yes 


137 


No 


3 


n/a 


6 
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Question 6: 

Over the last five years, has PII become 

easier to obtain 

more difficult to obtain 

neither of these 

Over the last five years, has PII become 

less expensive 

more expensive 

neither of these 



11 

52 

82 

11 

128 

3 



Question 7: 

Do you regard the cost of insurance as reasonable ' 



Yes 21 
No 121 



Question 8: 

Categories of work for which: 



stopped auditing existing clients . . . 
have refused new audit business . . . 
would not accept new audit business 
Adapted procedures or staff training . 
Other effects on firm 



Yes 
. 4 
. 11 
. 30 
. 91 
. 33 



No 

140 

133 

114 

55 

91 



Question 9: 

Claims in last five years 

If yes, did any involve a court hearing 

For last settled claim: 

No insurers involved 

Final payment: 

Nothing 

Within excess 

Larger amount within insurance 

Larger amount not covered by insurance 

Not stated • • 

Did it involve a court judgment? 



Yes No 

49 97 

4 43 

11 35 

11 

15 

10 

1 

8 

Yes 2 

No 26 

n/a 6 



n/a 

2 

2 

2 

0 

22 



of LTe Thf 2lred yes to all or part of question 8(a), many did 

businesses they were or would be unwilling to audit, but merely said that 1^ from sole 

discriminating. Some related their willingness to the size or status o^the firm 
practitioners who would only audit small companies where the w®r^^ 

those who drew the line at public or listed companies. The oiily too more 
mentioned by more than one respondent, were subsidiaries of 

companies (mentioned by 4 of the 262 respondents), and companies in the financial services area 

(mentioned by 6). 

The most common changes cited by those who replied yes to 
procedures, involving variously fuller documentation including ® 

Lnt by more senior personnel, more use of audit manuals. A number 

more on trainine for Staff and that in training more emphasis was now put on the avoidance ol 
liability. Some said that they were now more guarded and cautious when giving advice generally. 
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Professional Liability Questionnaire 



Form PLA Q 



Please tick correct boxes 



1 Please give full name and address of your firm 

Name 

Address 



Postcode 



2a Please give the number of 
Partners 



£ '000 



Other chargeable staff 

2b and the Aggregate Fee 
for the last financial year 
(include commissions and sundry income but 
exclude VAT) 



3 Approximately how much of your fee income is 
generated by audit and other attest work relating 
to statutory requirements? 



% 



4a Do you have professional indemnity insurance 
cover? Yes No 

If Yes go O 

to Q5 answer Q4b then 

go directly to Q8 

4b Is your reason for not having professional 
indemnity insurance cover that; 

You are not able to obtain it? [Z1 
You regard the cost as too high? CZI 
You do not see any need for it? 

Some other reason? []2I 



1 

2 

3 

4 



5a When you last renewed your professional 
indemnity insurance: 

Yes No 

did you take up alUhe Q if Yes, please 



cover available? 

If No was this because 



go to Q5b 



Yes No 



you did not need it? [ j [ [ 



Yes No 



it was too expensive? □ □ 



V_ 



14 



16 



17 



18 



19 



20 



J 



r 

5b Was all the cover you required ^ 

available to you? j- 


es No 
□ □ 


6 Based on your firm's experience over the last 


five years, has professional indemity insurance 


become 




1 


a) easier to obtain? 




more difficult to obtain? 




2 


neither of these? | 




3 


b) less expensive? 


□ 


1 


more expensive? 




2 


neither of these? 




3 


7 Do you regard the cost of indemnity 


Yes No 


insurance as reasonable? 


L 


U 


8a Has the prospect of professional liability 




affected your firm's willingness to take on 




work so that there is now a category of 
business for which 


• you have stopped auditing 


Ye. 

c 


5 No 

□ 


existing clients? 


If Yes please give details 


• you have refused to accept 


Yes No 


new audit business? 


L 


u 


if Yes please give details 


• you would not accept new 


Yes No 


audit business? 


L 


J u 


If Yes please give details 


L — — — 




J 



21 



22 



23 



24 



25 



26 



27 
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8b Has the prospect of professional 
liability caused you to adapt your 
procedures or staff training in 
any way? 



Yes No 
□ □ 



8c or affected your firm in any other 
way? 

If Yes (8b or 8c) please give details 



Yes No 



□ □ 



28 



29 



professional liability claims in 
the last five years? 



Yes No 

• Did any of these claims i — t i — i 

involve a court hearing? I — • > — • 

9b In relation to the last settled claim 

• did you deal with it yourself, 

without involving insurers? | | | | 

• was the final payment 



nothing? Q 



1 



an amount within your i i 

excess? I — I ^ 

a larger amount I I g 
covered by insurance? 

a larger amount not covered | — . 

(or not wholly covered) by | | 4 

insurance? 

Yes No 

• did it involve a court judgement? □ □ 



V. 



10 Would you be willing to take 
part on a confidential basis in 
a follow up questionnaire or 
private discussion? 



If Yes please give your name 
and daytime telephone number 



Yes No 

9a Has your firm experienced rn i | if No go 
liahilitv/ niflimfi in L_ J I -I .^q Q-jQ I 



31 



32 



Name 



Daytime Tel No 



33 



34 






50 



Printed image digitised by the University of Southampton Library Digitisation Unit 



11 Please add any further comments which you feel might help the Study Team. These need not be 
restricted to the issues covered in this Questionnaire. 



Thank you for completing this Questionnaire. 

Please return to : Mr M Doxsey 

Department of Trade and Industry 
Companies Division 
Room 515 

10-18 Victoria Street 
London, SW1H ONN 

in the reply envelope provided 
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ANNEX 6 



Broad Comparison of UK Fee Income with 
Worldwide Fee Income 



Fee Income 



Ratio 



KPMG Peat Marwick McLintock 
Price Waterhouse 
Coopers & Lybrand 
Deloitte Haskins & Sells 
Ernst & Whinney 
Touche Ross 
Arthur Andersen 
Arthur Young 
Grant Thornton 



UK 

£M 


World-Wide 

£M 


% 


263 


2294 


11.5 


179 


1305 


13.7 


172 


1305 


13.7 


151 


1130 


13.3 


121 


1289 


9.4 


117 


1082 


10.9 


113 


1659 


6.8 


108 


1208 


8.9 


75 


424 


17.7 



S0UVC6S *• 

UK fee income - ‘The Accountant’, June 1988 „ „ . , , .ooq 

World- wide fee income — ‘International Accounting Bulletin , December 19oo 



Notes' 

Includes fee income from all sources including audit work. 

The fee incomes are quoted for different twelve month periods 
The International Accounting Bulletin quotes the worldwide 
£1=$1.70 for comparison. 



in each source. 

fees in US dollars, which have been converted at 
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ANNEX? 



Sections 236 and 237 of the Companies Act 1985 



Auditors’ report 

236— (1) A company’s auditors shall make a report to its members of the accounts examined by 
them, and on every balance sheet and profit and loss account, and on all group accounts, copies of 
which are to be laid before the company in general meeting during the auditors’ tenure of office. 

(2) The auditors’ report shall state: 

(a) whether in the auditors’ opinion the balance sheet and profit and loss account and (if it is a 
holding company submitting group accounts) the group accounts have been properly 
prepared in accordance with this Act; and 

(b) without prejudice to the foregoing, whether in their opinion a true and fair view is given: 

(i) in the balance sheet, of the state of the company’s affairs at the end of the financial 
year, 

(ii) in the profit and loss account (if not framed as a consohdated account), of the 
company’s profit or loss for the financial year, and 

(iii) in the case of the group accounts, of the state of affairs and profit or loss of the 
company and its subsidiaries dealt with by those accounts, so far as concerns 
members of the company. 

Auditors’ duties and powers 

237— (1) It is the duty of the company’s auditors, in preparing their report, to carry out such 
investigations as will enable them to form an opinion as to the following matters: 

(a) whether proper accounting records have been kept by the company and proper returns 
adequate for their audit have been received from branches not visited by them, 

(b) whether the company’s balance sheet and (if not consolidated) its profit and loss account are 
in agreement with the accounting records and returns. 

(2) If the auditors are of the opinion that proper accounting records have not been kept, or that 
proper returns adequate for their audit have not been received from branches not visited by them, 
or if the balance sheet and (if not consolidated) the profit and loss account are not in agreement 
with the accounting records and returns, the auditors shall state that fact in their report. 

(3) Every auditor of a company has a right of access at all times to the company’s books, accounts 
and vouchers, and is entitled to require from the company’s officers such information and 
explanations as he thinks necessary for the performance of the auditor’s duties. 

(4) If the auditors fad to obtain all the information and explanations which, to the best of then 
knowledge and behef, are necessary for the purposes of their audit, they shall state that fact in their 

report. 

(5) If the requirements of Parts V and VI of Schedule 5 and Parts I to III of Schedule 6 are not 
comphed with in the accounts, it is the auditors’ duty to include in their report, so far as they are 
reasonably able to do so, a statement giving the required particulars. 

(6) It is the auditors’ duty to consider whether the information given in the directors report for 
the financial year for which the accounts are prepared is consistent with those accounts; and if they 
are of opinion that it is not, they shall state that fact in their report. 
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ANNEX 8 



Extracts from ‘Professional Indemnity Insurance: 
Proposals for Legislation’ 



Adopted by the International Bar Association’s General Meeting in September 
1988 

“In recent years the cost and availability of professional indemnity insurance have been causing 
increasing problems in the western world generally and in particular in the United States of 
America. The United States Government established a Tort Policy Working Group consisting of 
officials of Federal Agencies presided over by an Assistant Attorney General (Richard K Willard). 
In 1986 the Working Group issued a Report entitled ‘Report of the Tort Policy Working Group on 
the Causes, Extent and Policy Implications of the Current Crisis in Insurance AvaiUbihty and 
Affordability’, and in March 1987 issued a further Report entitled ‘An Update on the Liability 
Crisis’ . The nature of the anxiety felt by the United States Government is accurately reflected in the 
title of these Reports. A single statistic will be sufficient to indicate the gravity of the situation: in 
1985 premiums for doctors practising in obstetrics/gynaecology averaged $51,420, being 51.6 per 
cent of net income. Obviously premiums of this nature have had a dramatic effect. A survey 
conducted by the American Consulting Engineers Council revealed that 19 per cent of consulting 
engineers were practising without insurance cover. A suiwey conducted by the State Bar of 
California concluded that nearly half the State’s lawyers in private practice carry no insurance and a 
member of the American Bar Association’s Standing Committee on Lawyers’ Professional LiabiMy 
has said that in the United States as a whole the figure is 20-45 per cent. Problems of availability 
and affordability have been contained to some extent as a result of higher deductibles, lower 
coverage limits and additional Policy exclusions and limitations. There has also been increasing 
reliance on self insurance and captive insurance programmes although it is too soon to say whether 
these will result in greater availability of cover or less cost. As the Working Party put it: 

‘Despite some assertions to the contrary, the impact of the crisis in insurance availability and 

affordability continues to be felt — often acutely — throughout much of the American economy . 



Although the problem has not become as acute in other developed countries it is serious and, in oui 
view, will become increasingly so. It is now impossible to obtain adequate cover for the largest risks 
and, in addition to lawyers, it is an acute problem for architects, consulting engineers arid 
accountants. There are claims pending or threatened which, if successful, would result in 
bankruptcy of ail the partners in some of the largest firms of solicitors and accountants in the world. 

The gravity of the situation in the United States of America led to the Working Group making a 
number of far-reaching recommendations: 

“1) 16 States implemented in various ways and to a differing extent a recommendation that the 

doctrine of joint and several liability be eliminated.” 

“2) The Working Group recommended that damages for non-economic loss should not exceed 
$200,000. States have enacted legislation to cap non-economic damages in sums ranging from 
$250’000 (Colorado) to $875,000 (New Hampshire) while 5 states have enacted limitations for 
medical malpractice cases in sums ranging from $225,000 (Michigan) to $1,000,000 (Wisconsin and 
West Virginia).” 

“3) The Working Group recommended that the collateral source rule prohibiting the considera- 
tion of the offset of collateral benefits, be modified or eliminated and this has been done in 11 
States.” 
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“Of course, any legislature which is considering any limitation on damage wiU have regard to the 
interests of the consumer, which in this case means the person who is claiming damages. However, 
by ‘consumer’ what is meant is an individual in his private capacity. The man in the street or his 
family needs to be able to recover damages for death, injury and the value of his home and contents. 
Outside the United States, professional people are able to obtain cover at reasonable rates in 
respect of those risks. The risk of bankruptcy arises when a professional person is sued by a Limited 
Company or Central or Local Government. The concept of Limited Companies was introduced 
because it was thought right to hmit the liability of participants in such Companies. It is ironical that 
professional people should be at risk of bankruptcy at the hands of shareholders in Limited 
Companies who themselves have the advantage of personal immunity from suit if the Company 
cannot meet a judgment against it. It is suggested that this is an obvious anomaly.” 

“Attempts have been made in various countries to obtain legislation to cap damages but these have 
tended to have been made by individual professions rather than by the professions acting in concert. 
In our view it is plain that any capping of damages should not apply oiily to selected professions, as 
has been done in some of the States in America in respect of doctors, but must apply to all 
professions. Indeed we consider it most unlikely that any legislation of the kind proposed would be 
acceptable unless it extended to people who are not members of a profession. For example, there 
seems no reason why an architect should have the benefit of any hmitation of damages but that a 
self-employed builder should not and the injustice would be manifest if both are sued in the same 
action. In our view the protection of any such legislation should be extended to anyone who wishes 
it, provided he obtains the necessary insurance and agrees to the provisions relating to exclusion 
and limitation of liabihty. We consider that legislation along these lines would be just.” 
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ANNEX 9 



Illustrative Table of Premium Changes for a Medium- 
Sized Practice 



On the basis of evidence we have received from brokers dealing with small and medium-sized 
accountancy firms, we have been able to construct the following table showing the premiums which 
would be paid by a typical firm which had an annual fee income of £100,000 in 1984 and 10 per cent 
growth thereafter. In practice, there will have been a wide variation in actual premiums paid, 
depending upon a number of factors, including the characteristics of individual firms and of their 

insurance policies. 





Annual 


PII 


Premium 


%age change 




fee 


premium 


as 


in premium 


Policy 


income 




Jo age of 


over previous 


renewed 






fees 


year 


in: 


£ 


£ 


% 


% 


mid-84 


100,000 


1,000 


1.0 


— 


mid-85 


110,000 


2,000 


1.7 


100 


mid-86 


121,000 


3,500 


2.9 


75 


mid-87 


133,000 


4,000 


3.0 


14 


mid-88 


146,000 


3,400 


2.3 


-15 


mid-89 


161,000 


2,400 


1.5 


-30 
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Executive Summary 



0.1 Background 

The Study Team was appointed in May 1988 to 
examine the effect on the construction profes- 
sions of the way the law and insurance operates 
in providing remedies for those who suffer loss 
as a result of a professional person’s duties. The 
professions reviewed were architects, building 
services engineers, building surveyors, civil 
engineers, structural engineers and quantity 
surveyors. 

Before stating the Study Team’s principal con- 
clusions and recommendations, two matters 
must be emphasised. 

Firstly, although some of the services of con- 
struction professionals are between one consul- 
tant and one client, the great majority are an 
integral part of an industrial process which is 
unique in that clients commission temporary 
coalitions of, on the one hand, consultants and, 
on the other, contractors, specialist sub- 
contractors and suppliers for the purposes of 
single projects. Clearly, these arrangements 
pose problems that are not faced by other 
professions. 

Secondly, construction practice is changing 
rapidly. During the course of the review, the 
Study Team was told of the very much reduced 
role of scale fees in negotiating commissions, of 
the extent of component construction and the 
growing involvement of specialist sub- 
contractors in design and of the increased 
demands now being placed on contractors 
offering design services. Each has an influence 
on professional roles and on clients’ prospects 
of redress. Taken together, and if the current 
direction of change is maintained, they will 
materially affect the deployment, roles and 
liabilities of consultants. Moreover, legal prac- 
tice and the law have not stood still. The use of 
collateral warranties imposed on consultants 
has become more widespread, the scope for 
actions in tort has been reduced and the validity 
of disclaimers has been addressed by a recent 
decision of the House of Lords. 

0.2 The Principal Findings 

The Professions 

The activities of construction professionals 
range from the highly specialised to the very 
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general. Moreover, their services are offered in 
very different ways, by, for example, sole 
specialists, consultants employing 1,000 profes- 
sional staff or more and working at the leading 
edge of technology, small local practices and 
pubhc service organisations. The study made no 
attempt to enumerate or classify these activi- 
ties. Rather, an attempt was made to under- 
stand and forecast the implications for profes- 
sional liability of the many changes that have 
taken place or are in train. 

Interdependence 

Interdependence is one of the dominant char- 
acteristics of construction. In building, inter- 
dependence has grown as contractors’ and 
specialists’ responsibilities for design have 
developed and as component building has 
replaced much of conventional construction. 
Although it is less important in civil engi- 
neering, because there are fewer parties and the 
main contractor is likely to execute much of the 
works, the contributions of chent, consultants 
and contractor are nevertheless intertwined. 

Typically, the many parties— perhaps more 
than 100 for a major project— will have 
different formal conditions of engagement, 
contract or supply, often with intermediate 
parties having different liabilities to, for 
example, the main contractor or the client. 
Moreover, roles and responsibilities change as 
projects progress and the work of one parti- 
cipant affects and is affected by the work of 
others. Many specialists are able to impose their 
own conditions of engagement on contractors, 
which may or may not marry with those of 
others. 

Attitudes 

Clients’ attitudes are now more commercial 
than they were, with private sector clients 
insistent on completion on time and within 
budget and with pubhc sector clients concerned 
more with value-for-money in the short term 
rather than with the whole life cost. Profession- 
als believe they now face a more hostile world. 
Their experience is that many clients set out to 
impose onerous conditions and to transfer risks 
to them which they are not able to control and 
that they are now more likely to be joined in 
multi-party litigation. 
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Technology 

Construction is now more demanding because 
performance requirements are more exacting. 
On average, projects are larger and many are 
technically complex. Some innovation is 
deliberate. Much is involuntary, to meet new 
situations or to find substitutes for materials 
that are no longer available. There are three 
effects. Professional roles and tasks are chang- 
ing, some advanced design skills now reside 
with specialists and the task of coordination is 
more demanding. 

Professional Services 

The evidence of the review is that these 
arrangements, complex as they are, work well 
enough when experienced clients play their 
proper role and take care to appoint experi- 
enced and adequately resourced consultants 
and contractors. Coordination is then less 
difficult and problems are more easily 
anticipated. Moreover, such clients normally 
have realistic expectations and use their market 
strength to achieve negotiated settlements, 
turning to litigation only as a last resort. 

Other less expert or less good clients may be 
unwilling or unable to fulfil a client’s role, thus 
throwing more responsibilities on their consul- 
tants. They may also have unreasonable expec- 
tations. When matters go awry, they are less 
able to negotiate, either because they lack the 
experience or because their management finds 
it too difficult to make the unpalatable decisions 
that are often needed to achieve a negotiated 
settlement. 

Fault-free professional services cannot be guar- 
anteed. Informed professional judgement may 
be mistaken or contradicted by events which 
neither a client nor a consultant can control. 
Lapses and mistakes happen and, of course, 
some consultants are less committed or less 
competent than others. Nevertheless, the evi- 
dence is that the great majority of clients 
responding to this review were content with the 
quality and reliability of professional services. 
They were less satisfied with the quality of 
projects, which is, of course, the outcome of a 
range of inputs, many of which are beyond any 
consultant’s control. 

0.3 Do the Current Arrangements for Appoint- 
ing Consultants, Allocating Risk, Settling Dis- 
putes and Making Redress . . . 

. . . generate trust? 

In an increasingly commercial world and in 
their search for certainty and risk limitation, 
clients and consultants are adopting defensive 
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tactics as a matter of course. These may be 
advantageous when they lead to greater clarity. 
They are damaging when cooperation is stifled 
and risks are transferred to those who cannot 
control them. 

. , . promote quality? 

Fear of litigation, reinforced by well publicised 
cases, has made many consultants acutely aware 
of the advantages of systematic quality manage- 
ment. Informal procedures have been codified, 
there is greater commitment to continued pro- 
fessional development and more consultants are 
considering applying for Quality Assurance 
(QA) certification. 

promote efficiency and competitiveness? 

Roles in construction are inevitably inter- 
twined. Experience suggests and research has 
demonstrated that cooperation and a participa- 
tive style of management lead to increased 
efficiency and fewer mistakes. As trust evapor- 
ates, cooperation and participation are less 
likely and both may be further impeded by 
defensive tactics. Almost certainly, efficiency 
and competitiveness are reduced when com- 
mitment to a project’s success has been eroded 
by cost cutting and risk transfer. 

. . . encourage innovation? 

Much innovation is imposed by the necessity to 
meet a client’s brief, to comply with new 
statutory requirements or to substitute tor 
materials that are no longer available. Current 
apprehensions and uncertainty about liability 
have caused both clients and consultants to be 
wary of innovation, which is now attempted 
only if time and resources permit searching 
investigations. Also consultants are— or should 
be— now alerted to their duty to advise clients 
when a necessary innovation entails unusual 
risks. 

. . . influence the management of projects? 

Conditions of engagement are increasingly tak- 
ing more time to negotiate, since many are 
peppered with non-standard conditions devised 
by individual clients. More clients now set out 
to impose increasingly onerous conditions, 
including indemnities. There is a dramatic 
growth of demands for collateral warranties, 
some of which greatly enlarge professional 
liability. When these much amended standard 
conditions have been accepted, consultants may 
be accepting risks which they are not able to 
manage. The result is likely to be a further 
increase in litigation. 

Doubt breeds doubt. Risk transfer by clients is 
countered by consultants’ defensive design and 
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by further risk transfer. The strong impression 
is that these attitudes now characterise much of 
construction and contribute nothing to effici- 
ency, competitiveness and quality. 

. . . influence consultants’ management? 

Coerced by their clients’ insistence on tighter 
control of time and budgets and by reduced fee 
income arising from fee competition and 
negotiation, consultants have responded by 
investigating fewer options, adopting simpler 
design solutions and transferring more detailed 
design to specialist sub-contractors. It has, 
however, not been shown that these trends have 
either reduced or increased their liability. 



. . . lead to an intolerable volume of litigation? 

Despite the widespread apprehensions of cli- 
ents and consultants and the number of claims 
notified to insurers, the risk of a writ being 
served in respect of any project is small and the 
risk of a court hearing is very small. 

Evidence about the probable volume of litiga- 
tion in the foreseeable future points to increas- 
ing litigation, partly because of all the 
uncertainties that now operate and partly 
because of the potential for litigation created by 
much amended conditions of engagement and 
onerous collateral warranties. 



Some large practices have become incor- 
porated. A variety of reasons are advanced; for 
example, financial and taxation advantages, 
tighter management control and a reduction of 
partners’ personal liabihty for the activities of 
other partners. Retired directors are also less 
vulnerable to claims against their personal 
assets or estates than are retired partners. As 
far as can be discerned, clients are not dis- 
advantaged. 

. . . constrain the development of the industry? 

As has been explained, many factors are now 
influencing the way in which clients obtain the 
industry’s services and the roles of consultants 
and contractors are changing. In practice, there 
is no barrier to entry. However, all new 
arrangements pose risks. When the law and the 
likelihood of redress are both highly uncertain, 
these additional risks may inhibit developments 
that are needed for the industry to be fully 
effective. 

. . . create an efficient framework for containing 
and settling disputes? 

Formal litigation is viewed with abhorrence by 
clients and consultants. It diverts senior man- 
agement’s attention, incurs irrecoverable costs 
and is protracted and uncertain. Fear of the 
consequences of becoming enmeshed in litiga- 
tion encourages the parties to settle before writs 
are served. In particular, experienced clients 
use their market strength to negotiate 
settlements, reserving litigation for large claims 
(in excess of £V^m in the case of one major 
developer). 

Less experienced clients may blunder into 
litigation which cannot be justified by the 
outcome. More use should be made of conci- 
liation. A short arbitration system for claims of 
up to £50,000 would provide a better respnse 
to the needs of occasional and domestic clients. 



. . . lead to fair settlements? 

Clients may be affronted when they discover 
either that no producer is liable for a damage 
suffered, that the action is time barred or that 
defendants lack funds. Consultants strongly 
believe that they are often made responsible for 
the liabilities of others and that the combination 
of unlimited liability, high levels of Professional 
Indemnity (PI) insurance cover and the law 
regarding joint liability and contribution encou- 
rages claims against them. This, they believe, 
obliges them and their insurers to pay for an 
unreasonable share of negotiated settlements 
and awards. 

. . . protect consultants’ interests? 

On the evidence of this study, PI insurance 
effectively protects consultants’ interests. How- 
ever, the increases in premiums have resulted in 
PI insurance being the most costly overhead for 
about 50 per cent of the consultants responding 
to the review and the second most costly 
overhead for a further 30 per cent. The PI 
insurance market is now softer; when next it 
hardens, PI insurance could become even less 
affordable for many consultants, unless higher 
deductibles are accepted. This puts them at risk 
when one project is the subject of several 
distinct claims. Finally, insurance capacity, 
although not now a problem, could quickly 
become one were insurers and re-insurers to 
withdraw again from the PI insurance market. 

. . .protect clients’ interests? 

PI insurance is not in place to protect clients’ 
interests. If they cannot accept the risk of not 
being able to obtain timely redress, they should 
directly insure their own risks. This is important 
because, as has been emphasised, the current 
arrangements do not ensure that clients have a 
certain route to redress, even if all the possible 
defendants are available and have adequate 
funds to meet their potential liabilities. 
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0.4 The Problem 

Risk allocation 

With all development and production, risk is 
inevitable. In manufacturing industry, all pro- 
duction functions and the risks entailed 
normally fall to the management of a single 
organisation. They include decisions about 
what is to be produced, design, quality, produc- 
tion methods and quality control. In construc- 
tion, these functions are widely distributed. 
Clients, consultants, contractors and a myriad 
of sub-contractors, specialists and suppliers all 
operate in situations that do not repeat. It is 
little wonder that risk allocation and the 
attendant liabilities and rights of redress are 
major problems and that clients and consultants 
are apprehensive and uncertain. 

Ideally, risks are best allocated to those best 
able to control them. Indeed, this fairly des- 
cribes the attitudes of the experienced ‘good’ 
clients who contributed to the review and of the 
consultants and contractors they regularly 
employ. Repeated experience engenders trust. 
Together they create confidence and certainty. 

The search for certainty 

In normal circumstances, the search for cer- 
tainty bears differently on clients and consul- 
tants, Consultants need to be sure of the 
responsibilities they have undertaken and the 
liabilities they incur. This is not impossible 
when one consultant provides a service. It is 
much more difficult when there are several 
consultants, with interwoven tasks, whose des- 
igns are brought to fruition by contractors, 
sub-contractors and specialists with whom they 
may have little contact and over whom they can 
exercise no effective control. Established prac- 
tice, aided by cooperation and common sense, 
normally makes these risks manageable. 

Clients need to be certain of their route to 
redress should contracts run late, overspend, be 
of unacceptable quality or develop latent 
defects. Such certainty is not possible. The 
many producers will be liable in different ways 
and will have different relationships, actual and 
implied. Some causes of damage may involve 
either an external agency or no breach of duty. 
Thus, even when clients have taken the greatest 
care to safeguard their interests, redress is far 
from certain. This is the crux of their problem. 

In their search for certainty, clients are now 
creating unprecedented contractual liabilities 
for consultants to an array of third parties. In 
particular, collateral warranties often set out to 
create a new category of potential plaintiffs who 



were not party to the construction process and 
will know nothing of its circumstances. It is 
clear that the full effects of such liabilities have 
yet to be felt and that their implications are not 
yet generally understood by consultants or by 
their insurers. Therefore, consultants cannot be 
certain of effective PI insurance cover when 
these new liabilities materialise. 

When matters go awry, clients, again in search 
of certainty, will join all producers who may 
have been liable, unless there is a producer with 
ample funds or insurance who is clearly to 
blame. A selected defendant will almost cer- 
tainly join other potential defendants in third 
party proceedings, because this will be cheaper 
and less time consuming than separate contri- 
bution proceedings. Whatever the route, the 
effect is the same: those who can, pay. Often, 
those paying will be consultants, who are more 
likely to have a continuing existence and the 
near certainty of PI insurance. In this way, 
consultants and, to a lesser extent, contractors 
of substance pay for the faults of others. 

The basis for reform 

The interwoven responsibilities and liabilities of 
those engaged in construction are such that 
reform based on the liability of construction 
professionals alone cannot resolve every prob- 
lem. If it is accepted that the combination of 
unlimited professional liability, high levels of PI 
insurance cover, and the law relating to joint 
liability and contribution has the effect of 
making consultants prime targets for litigation, 
and that the effect is counter productive to 
clients’ interests, a comprehensive solution to 
professional liability would entail legislation to 
ensure: 

— capped liability; 

— mandatory PI insurance; 

— equitable risk sharing; 

~ more certain time limitation; and 

— that defendants in commercial cases not 
involving personal injury should only be 
responsible to the plaintiff for damages 
equivalent to that part of the plaintiff’s 
loss fairly attributable to the breach. 

The Study Team accepts the desirability of 
comprehensive reform, which would lead to 
more efficient risk sharing, but draws back, 
mainly because legislation to cap the liability of 
construction professionals would raise complex 
issues of public policy, probably requiring a 
review of the liability of other professions, 
which could be a major remit for the Law 
Commission. This could postpone any reform 
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for several years. Moreover, the current 
negotiations leading to the Single European 
Market may eventually involve legislation 
which would impinge on that needed to achieve 
a comprehensive solution in the United King- 
dom for the construction professions alone. 

The Study Team makes two complementary 
groups of recommendations: action by the 
professions and their clients and legislation. 
Recommendations for better practice, which 
can be implemented by professional institutions 
and consultants’ associations in collaboration 
with their chents, will go a long way to creating 
the confidence and greater certainty sought by 
chents and consultants alike. The legislation 
recommended below is essential if the current 
erosion of trust and confidence is to be stopped 
and the benefits of better practice are to be fully 
realised. 

0.5 The Study Team’s Principal 
Recommendations 

(i) Improved Quality and Risk Management 
The objectives of improved quahty and risk 
management, clarity of responsibilities and 
greater certainty in law can be pursued immedi- 
ately, through initiatives by the institutions and 
associations representing clients, the profes- 
sions, consultants and insurers. The recom- 
mendations invite them to, inter alia: 

— establish a trans-professional short 
arbitration procedure which would 
mainly serve the interests of occasional 
and domestic chents; 

— devise reformed and unified consul- 
tants’ conditions of engagement; 

— work with others to align the consul- 
tants’ conditions of engagement and the 
standard conditions of contract; 

— review the arrangements for regulating 
the standards of professional com- 
petence of members; 

— consult about the possibility of devising 
guidelines: 

— for limiting the liability of profes- 
sionals, conimission-by-commission, 
by agreement with their clients; 
and 

— for limiting the habihty of a defend- 
ant to a plaintiff to a just and 
equitable proportion of the dam- 
ages suffered, when there is more 
than one defendant and they have 
not acted jointly; and 



— play a more active role in providing 
quahty management and risk manage- 
ment advice. 

(ii) Time Limitation 

The Study Team recommends that serious 
consideration be given to alterations in the law 
to make the time limitation on liabihty certain. 
This proposal is supported by all the institutions 
and associations and by the British Property 
Federation. 

The proposal is: 

To amend in Enghsh law the Limitation Act 
1980 and thus the provisions introduced into 
the 1980 Act by the Latent Damage Act 1986, 
and in Scotland the Prescription and Limita- 
tion (Scotland) Act 1973, to achieve the 
following: 

— a hmitation (prescriptive in Scotland) 
period of ten years from the date of 
practical completion or effective occu- 
pation (staged if necessary) for negh- 
gent actions in tort (dehct in Scotland) 
and in contract (whether or not under 
seal); 

— the ten years limitation period acting as 
a longstop extinguishing the right; 

— redefinition of the term ‘dehberate con- 
cealment’ so that ordinary construction 
processes would not lead to an excep- 
tion to the longstop. 

These statutory provisions, although part of 
general law, are crucial to construction htiga- 
tion because of the importance of latent defects. 
The principle of a decennial hmitation period is 
already part of Enghsh statute law. Tdiis was 
estabhshed by the Consumer Protection Act 
1987 which itself was a consequence of 
European Community legislation. If Ministers 
accept this recommendation, amending legisla- 
tion could be deferred until negotiations pre- 
paring for completion of the Single European 
Market are well advanced, since these them- 
selves may lead to legislation which will affect 
liabihty in the construction industry. 

(in) Joint Liability 

The Study Team recommends that serious 
consideration be given to the alteration of the 
law in commercial cases, not involving personal 
injury, where the plaintiff’s claim exceeds, say, 
£50,000. In such cases, a defendant whose 
actions are partly the cause of damage to the 
plaintiff, but were not carried out jointly with 
another defendant, should be responsible to the 
plaintiff only for damages equivalent to that 
part of the plaintiffs loss fairly attributable to 
his or her breach. 
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This recommendation is strongly supported 
by the professional institutions and consultants’ 
associations. The British Property Federation 
accepts that the current law can be unfair to 
consultants. Clearly, this recommendation, of 
crucial importance to the construction profes- 
sions, raises issues of public policy which may 
need to be considered by the Law Commission. 
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SECTION 1 



Introduction 



1.1 Background 

In October 1987, Francis Maude, then Parlia- 
mentary Under Secretary of State for Corpo- 
rate and Consumer Affairs, commissioned 
three fact-finding studies in the light of the 
concern about professional liability and PI 
insurance. The studies were commissioned to 
investigate the problems of construction indus- 
try professionals, auditors and non-construction 
surveyors. This is the report of the Construction 
Industry Study Team. 

The terms of reference, common to all three 
study teams, are at Appendix 1. The teams 
were asked to establish the facts about the cost 
and availability of PI insurance, the extent of 
professional liablity for negligence, and the way 
in which the law operates. The study teams 
were also asked to consider how these matters 
might affect the professions and the services 
they offer and, where appropriate, to suggest 
possible reforms. 

The professions considered by the Construction 
Industry Study Team were architects, building 
surveyors, civil engineers, quantity surveyors, 
services engineers and structural engineers. 
These professions offer an extensive range of 
services, from small structural surveys to large 
and complex development projects. 

The members of the Construction Industry 
Study Team were appointed in an individual 
capacity in May 1988, to represent clients of the 
industry, the professions and contractors, 
together with an insurance expert and a legal 
expert. The Study Team’s membership and 
details of its secretariat, provided by the 
Department of the Environment, is at 
Appendix 2. 

The value of construction work in the UK in the 
twelve months to September 1988 was just over 
£39 billion. Annex G provides details of con- 
struction output. Savory MiUn and the Cam- 
bridge Econometrics Group have both predic- 
ted that construction output will continue to 
grow faster than the economy as a whole, at 
least until the year 2000. The quality and 
reliability of professional services will have an 
important bearing on how this demand will be 
met from the resources within the UK. 
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1.2 Types of Service 

It is necessary to distinguish between project 
and non-project related services although, of 
course, many professional practices provide 
both, sometimes consecutively, when, for 
example, a feasibility study leads to the design 
for a project. 

Non-project professional services usually 
involve one client, one consultant and one 
activity. Most end with a forecast or a report, 
for example a feasibility study, a building or 
structural survey, or a site investigation. The 
formal requirements of a brief, a proposal, and 
negotiations leading to a commission are often 
not fulfilled, with, perhaps, the work being 
agreed by telephone and briefly confirmed by 
letter. Some of these services entail advanced 
and sophisticated techniques, commissioned 
research and development. Many depend on 
informed judgement, because funding or time 
will not allow a full enquiry or crucial facts are 
necessarily uncertain, as with estimates of 
tender prices. 

Most professional services in construction are 
project-related, involving several consultants 
working in temporary coalitions for the purpose 
of a single project, with their work being 
brought to fruition by other temporary coali- 
tions of contractors, sub-contractors and 
specialist sub-contractors with design responsi- 
bilities. In addition, components and materials 
may be obtained from a myriad of component 
manufacturers and suppliers. 

When completed, construction projects are 
subject to all the vagaries of ground movement, 
climate, usage and quahty of maintenance, 
sometimes giving rise to faults for which the 
owner may seek compensation from the 
designer. Moreover, construction litigation is 
often multi-party with inter-related and ill- 
defined responsibilities and uncertain facts, all 
adding significantly to the cost, commitment 
and time needed to resolve disputes. 

1.3 Method of Study 

The method of study had three stages: collec- 
tion of evidence, evaluation and reconcihation 
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of differing views and definition of proposals for 
reform. Evidence was obtained from four prin- 
cipal sources: formal submissions from profes- 
sional institutions and associations, summarised 
at Annex F; a questionnaire survey of profes- 
sionals, contractors, clients, insurers and 
brokers, summarised at Annex E; a survey of 
the records of the Official Referees Court, at 
Annex H; and interviews with a wide cross- 
section of interested parties, which included 
regional visits and intensive sessions on special- 
ised topics. 

The information obtained from these sources 
was analysed by the Study Team’s secretariat 
and reviewed by the Study Team, which met on 
12 occasions. Possible reforms were considered 
and ordered in terms of priority. Time and 
resources limited the size of the sample, which 
is small in relation to an industry with a £39bn 
turnover. Nevertheless, information obtained 
from the various sources showed a broad 
measure of agreement and the views expressed 
in this report are considered to be adequately 
representative. 

The study concentrated on sole practitioners 
and independent consultants. No examination 
was made of public service organisations or of 
the liability of their employees. This is because 
of rapid change in the public sector, involving 
not only clients served by professional offices 
remaining in the public sector but also the 
transfer of these offices to independent or 
quasi-independent status. No doubt these new 
arrangements will safeguard adequately the 
liability of employees. 

The report is in two parts. The first presents the 
evidence and data obtained by the Study Team 
in summary form and develops the arguments 
for reform leading to the Team’s recom- 
mendations. The second (not published here) 
provides detailed annexes on key aspects of the 
study and on statistical data from various 
sources. 
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SECTION 2 

The Construction Industry and the Nature of the 
Services Provided 



2.1 Foreword 

Professional liability in the construction indus- 
try is an important aspect of the procedures of 
an industry which is complicated and diverse. 
To be understood and assessed properly, and 
for valid reforms to be proposed, professional 
liability must be set in context. 

2.2 Perspective of Professionals 

There is no reliable, comprehensive informa- 
tion about the number of construction profes- 
sionals or their deployment. The number of 
those qualified, about 160,000, provides little 
guidance. Many professionals are members of 
more than one institution, some practitioners 
are not in membership and others follow 
non-construction vocations. Some professionals 
operate as sole practitioners, while others are 
directly employed by contractors, the manufac- 
turing industry, commerce or the public sector. 
The majority work within partnerships or incor- 
porated companies. 

Professional practices vary in size, from the sole 
practitioner to those with almost 2,000 profes- 
sional staff. Many practices responding to the 
questionnaire survey were involved with more 
than one professional discipline. Almost 22 per 
cent were truly multi-disciplinary. Some of the 
larger practices form project teams from single 
discipline divisions; others operate as small 
multi-disciplinary practices within a group. The 
majority of the larger practices has specialist 
departments, such as advanced structural 
analysis, site investigation and research and 
development. These often market their services 
to others, in addition to meeting the needs of 
their parent organisation. 

In recent years, many larger practices, in 
particular civil engineering consultants, have 
become incorporated as limited companies. 
Division of an unwieldy partnership into a 
number of more efficient, self-managing com- 
panies within the umbrella of the group was 
reported as the principal advantage, together 
with potential gains in pensions treatment and 
taxation. Fears about the cost of meeting the 
requirements of company law were said to be 



unfounded and more than offset by the opera- 
tional advantages. Partnerships which have 
become incorporated find that staff, formerly 
buried under layers of senior partners, partners 
and associate partners, are much more enthusi- 
astic once they are part of an identifiable, small, 
self-determining company. Directors are less 
liable personally than are partners and are 
better protected when they retire. It is also 
commonly beheved that an incorporated struc- 
ture is more easily protected against a predatory 
plaintiff, although parent company guarantees 
are often used to circumvent this tactic. 

The professions are uneasy at the way in which 
relationships with their chents have changed. 
These changes, they believe, are to the detri- 
ment both of their chents and of the broader 
interests of the community. Their principal 
concerns, the subject of this section, are exam- 
ined in greater detail in Annex F. 

In recent years, in the south east especially, the 
industry has been experiencing a boom, with 
major practices flourishing, new practices 
becoming established and contractors often 
operating at full stretch. Consequently, the pro- 
fessions and contractors have been generally able 
to resist chents’ attempts to impose more 
stringent conditions and increased liabihty. Two 
examples bear this out. Firstly, since the Lords’ 
ruUng on the D&F Estates case many chents 
have attempted to impose collateral warranties, 
in response to the now much reduced scope of 
actions in tort. The more onerous have been 
resisted by alert consultants, often backed by 
their PI insurers, but others have accepted 
habihties which may void their PI insurance 
pohcies. Secondly, developers have found con- 
tractors reluctant to accept the wider design 
responsibihties envisaged in the Brihsh Property 
Federation system except at a price. In both 
instances, matters may have been very different 
had the workload remained depressed. 

In whatever way construction resources are 
brought together, managed and rewarded, the 
following are the principal stages of a conven- 
tional construction project involving different 
disciplines: 
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feasibility studies 

development of the brief 

preliminary design and evaluation 

obtaining planning approval 

design development and specification 

obtaining approval under building regulations 

mobilisation of on-site resources 

deployment and management of resources 

quality management 

commissioning 

handover 

defects liability. 

The above list does not represent a sequence of 
activities, each being completed before the next 
is started. Activities are interdependent and 
iterative. Moreover, a less than adequate per- 
formance by one participant can create 
additional tasks for others and management can 
become overwhelmed by the volume of the 
work entailed in resolving uncertainties and 
correcting mistakes. Attempts to define liability 
precisely must fail. Construction has many 
discontinuities and inter-relationships, which 
change as projects progress. There are oppor- 
tunities for misunderstandings and mistakes, 
especially if one or other of those involved 
under-performs. Most consultants would accept 
liability for their own activities. In practice, 
their liability is much affected by the acts or 
omissions of others. 

In former times, the practical consequences of 
interwoven responsibilities were less important. 
Projects were less complex with fewer special- 
isms, materials and components. More work 
was under the direct control of the main 
contractor who resolved much detail by good 
trade practice. There was greater collaboration, 
almost free of apprehension of litigation. PI 
insurance was then rarely called upon, if the 
former premium rates can be regarded as a 
good indicator. 

More precise design methods lead to solutions 
that are inherently less robust. The general 
pursuit of value-for-money, often in terms of 
reduced fees and lower capital costs rather than 
with due regard to life cycle cost, can lead to 
lower standards and adversarial attitudes. Most 
contractors engage sub-contractors, who often 
rely on other sub- contractors or the self- 
employed. Control is fragmented, with little 
prospect of continuing relationships, and there 
is serious concern about the decline of operative 
skills. 

No one factor is of decisive importance. Taken 
together, they make construction much more 
problematic and more dependent on searching 
investigations and detailed instructions. All 



have brought risk management and defensive 
tactics to the fore and have encouraged risk 
shedding. 

2.3 Perspective of Clients 

The review identified three client groups: 

(a) Experienced clients with continuous 
construction programmes. 

(b) Less experienced and occasional clients. 

(c) Domestic clients. 

Most major projects are undertaken for experi- 
enced clients. However, 25 per cent of new 
construction workload is accounted for by the 
less experienced and domestic clients. These 
groupings may be further sub-divided between 
the private and public sectors. 

Many experienced clients are seen to be good 
clients who choose their consultants with care 
and operate as an integral part of the project 
team. Not all experienced clients are good 
clients. Some, by negligence or with intent, 
make as limited a contribution as possible to 
projects, sometimes to the extent of inadequate 
assessment, leading to many variations mid- 
stream, tight budgets and appointment of con- 
tractors of doubtful quality. When matters go 
awry, they are inclined to litigate rather than 
negotiate and may arrange matters so that they 
can walk away from projects unencumbered by 
liability. 

Less experienced and occasional clients olten 
share the objectives and priorities of experi- 
enced clients but are less able to prepare 
thorough briefs, select appropriate consultants, 
co-ordinate projects or manage a failure of 
services. Therefore, their consultants, effect- 
ively operating as project managers, have to 
shoulder many of the client’s normal tasks. 

The study drew very different responses about 
private and public sector clients. At best, there 
is little practical difference between these 
groups. At worst, private clients are overtly 
commercial and some attempt to transfer 
unreasonable risks to their consultants. 
Although the major public sector organisations 
administer their projects and tendering pro- 
cesses competently, the management of fee 
competition sometimes leaves a lot to be 
desired, with inexperienced consultants very 
much at risk. Also, as might be expected in so 
varied and large a group, basically sound 
policies can be interpreted negatively, with little 
willingness to take timely or unpalatable 
decisions. 
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Domestic clients are often unsure of their 
needs, have unrealistic expectations and are 
inclined to leap to litigation when these are not 
realised. In many cases, building and structural 
surveys are now so heavily qualified that they 
have lost much of their function in informing 
their clients. When demand is buoyant, some 
consultants refuse work for domestic clients, to 
avoid what they consider to be unnecessary and 
unrewarding risks. 

Continuous clients of the industry gain both 
from their strength in the market place and 
from their experience in initiating projects and 
bringing them to fruition. Occasional and dom- 
estic clients cannot share the first benefit but 
they could be helped to share the latter, if the 
clients’ guides that now exist were brought 
up-to-date and kept under review. A set of 
guides attuned to projects of varying size and 
complexity is needed, drafted to provide speci- 
fic advice rather than generalities. 

2.4 The Nature of Professional Services 

The variety of services provided by the con- 
struction industry’s professions is itself very 
wide, ranging from services that are essentially 
those of an applied mathematician or a mater- 
ials scientist, to conceptual design overladen 
with aesthetic values; from management to the 
quasi-legal role of arbitrators; from industrial 
relations to technical accountancy. 

One important characteristic of the work of the 
construction professions is informed judge- 
ment. Most of the advisory and design roles 
entail assessing uncertainties; for example, the 
feasibility of a proposed development to be 
executed some years hence when all the factors 
justifying the investment may have changed; the 
settlement pattern of a project founded on 
variable strata; the weathering performance of 
tall buildings; or the efficiency and robustness 
of different ways of mobilising and managing 
construction resources. Informed judgement 
operates at many levels and not only for large, 
complex or innovative projects. A limited 
building survey or a house conversion, for 
example, calls for informed judgement if the 
opportunities and client’s money are not to be 
misused. 

The Institution of Civil Engineers states in its 
submission, “A professional person is paid 
for his opinions, not his doubts. The object 
should be to ensure that this can still apply and 
will continue to do so” . Clearly the grounds for 
an opinion should be explained but without so 
emasculating that opinion as to make it 
valueless as the basis for the client’s decision 
and action. Much the same applies when 



designing and operating skills call for informed 
judgement. No matter how many options can be 
explored, decisions entail compromises and 
compromises necessarily entail risk. 

To be effective, professionals must accept that 
some of their advice ultimately may be mis- 
taken but, when justified, they must be pre- 
pared to stand their ground. Clients in turn 
must accept the possibility of mistakes and be 
prepared to accept unpalatable advice with 
good grace. Professionalism and tmst march 
hand-in-hand— trust that a professional’s com- 
parative freedom to act will be exercised in the 
client’s interest and not abused; trust that work 
will be done diligently, competently and care- 
fully; trust that clients will stand by their briefs 
and decisions; trust that post hoc arguments will 
not be employed to create liability. 

2.5 The Role of the Institutions and Trade 
Associations 

Self-regulation imposes on the professional 
institution responsibility for ensuring the conti- 
nuing competence of its members to practice. 
Until relatively recently, this responsibility was 
discharged by the institutions’ role in devising 
examination syllabuses (which estabhshed the 
body of knowledge) and in examining aspiring 
members. Now that this task falls to the higher 
education sector, institutions monitor and vali- 
date courses and have the responsibility to 
ensure the continuing competence of practising 
members and, perhaps, the competence of 
offices offering services in their domain. These 
requirements might be met by obliging active 
professionals and consultancies to hold current 
practising certificates. The need for the institu- 
tions to discharge this responsibility effectively, 
visibly and transparently is further emphasised 
by this study. 

Perhaps the most basic service that all the 
institutions perform is that of the learned 
society, principally through journals, conferen- 
ces, lectures and seminars. These help members 
to be kept aware of changes in technology, 
practice and law. All institutions have expanded 
their services beyond this. As yet, none offers 
the full range of services that would be most 
helpful to its members. 

Advisory services are increasingly considered to 
be an important part of an institution’s func- 
tion. These can play an important part in 
helping professionals both to iniprove their 
performance and to reduce their risks. Efforts 
to make the processes of dispute resolution less 
painful to all concerned are made through 
advisory services offered by some of the insti- 
tutions. 
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Some of the key areas in which action is being 
taken but which should be developed further 
are: 

— issuing good practice advice; 

— promoting risk management, through 
good practice codes, participating in 
drawing up standard conditions of 
engagement and encouraging the use of 
QA; 

— offering insurance advice and possibly 
insurance services; 

— promoting mandatory continued profes- 
sional development (CPD); 

— issuing practice certificates. 

The professional institutions currently exert a 
major influence on the scope and style of higher 
education. Experience, the interviews and the 
case studies confirm that professional services 
fail for a great variety of reasons, including a 
poor understanding of the physics and chem- 
istry of construction, unfamiliarity with sound 
details and construction methods and less than 
effective management. For some years, many in 
higher education and the industry have argued 
that these wide-ranging subject areas could be 
best met by a substantial commonality between 
the education of the various construction pro- 
fessions, drawing on the continental European 
model. So far, only very limited steps have been 
taken. Some responding to the review held that 
joint education for the industry would remove 
some of the causes of misunderstandings and 
mistakes. They suggested that the syllabus 
requirements for the various professions should 
be reviewed to remove artificial barriers to joint 
education and that the arrangements for syste- 
matic CPD should be similarly reviewed. 

2.6 Risk Management by Clients 

2.6.1 Selection 

Experienced private sector clients regard selec- 
tion of consultants as one of the most impor- 
tant, if not the most important, of client 
functions. The crucial criteria employed are; 

— prior experience of the consultant in 
projects of similar scale and complexity; 

— adequate resourcing, wholly or mainly 
by the consultant’s own staff; 

— involvement of a partner or senior 
professional with authority; 

— previous experience of working for the 
client (it follows that ‘new blood’ con- 
sultants are often broken in by being 
given smallish projects). 
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Experienced private sector clients typically 
draw on a small pool of consultants of proven 
ability. This procedure tends to promote 
greater efficiency and confidence. The client 
knows the consultant is capable and the consul- 
tant is aware of the client’s needs and priorities 
and is motivated to perform well in order to win 
further commissions. 

The chief difference in the public sector is that a 
much longer list of approved consultants is used 
and far greater use is made of fee competition 
rather than fee negotiation. This leads to a lack 
of continuity. Importantly, a design team that 
has demonstrated willingness and ability fully to 
meet a client’s needs can rarely be directly 
rewarded with repeat work. 

Selection is often a major problem for occa- 
sional and domestic clients, who are unlikely to 
be aware of the reputation of the professionals 
whom they select and uncertain as to whether 
they are suitable for the commission to which 
they have been appointed. 

2.6.2 Appointments 

Differences in the approach between the public 
and private sectors to appointments and condi- 
tions of engagement are marked by different 
attitudes to risk sharing and liability. 

The public sector increasingly employs fee 
competition to select consultants. This apart, 
the sector accepts the management of risks and 
liabilities implied by the various standard forms 
of engagement, with the individual appointment 
of separate consultants but with a lead designer 
who is normally given responsibility for co- 
ordination. Hence the traditional allocation of 
risk and liability is not disturbed, even by the 
composite conditions of the Department of 
Health, which, with the improved arrangements 
for co-ordination, are of major significance for 
complex projects such as hospitals. 

In the private sector, developers are trying 
increasingly to use conditions of engagement as 
a means to reduce their own risks in a project, 
by attempting to impose, for example, clauses 
requiring fitness-for-purpose or collateral war- 
ranties upon consultants. The consultants’ per- 
ception is that they are very much the weaker 
party in these negotiations. Should demand 
falter, many may be forced to accept terms 
which will be difficult or impossible to fulfil. 
Conflict and litigation will surely follow. 

2.6.3 Quality Management 

Experienced clients achieve risk management 

by careful selection of the design team, thorough 
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briefing, appointment of experienced project 
managers, close monitoring of progress and a 
continuing relationship with preferred consul- 
tants. They consider it is better to have a 
successful project and somewhat curtailed liti- 
gation rights than a flawed project with all 
litigation rights secured. This tactic is open 
equally to less experienced cHents. These 
simple measures go a long way to achieving the 
principal objects of certainty, risk management 
and avoidance of litigation. 

In general, clients have not required formal 
quality management procedures from profes- 
sionals. Few chents sought proof of their consul- 
tants’ approach to risk management. Rather, 
these issues emerged during pre-qualification 
interviews or as a result of project managers 
having access to project teams. However, cli- 
ents’ attitudes may be changing: 90 per cent of 
those responding to the questionnaire asserted 
that they would prefer their consultants to be 
BS5750 registered, although they may not have 
seriously considered this as an option until 
asked the question. 

Computer applications are well established in 
the construction industry but the great majority 
affect only one activity by one profession. More 
recent developments in information technology 
potentially enable many activities to operate 
from a common database. In principle, this 
should be much more efficient and ehminate 
errors arising, for example, from different 
activities being based on different versions of 
drawings. However, the transfer of electronic 
data between consultants, contractors and poss- 
ibly clients is not without its problems of 
compatability and data corruption. Issues of 
hability are likely to arise if the data transferred 
are asserted to contain errors which generate 
liabilities or costs or both. Also, in the short 
term, matters will be made more complex by 
the number of non-compatible Computer 
Aided Design (CAD) systems and by the 
variety of operating systems. 

Originators of electronic data may well be 
under a legal duty of care towards others who 
may use the data they supply and they should 
make plain the exact character of their data 
format. Presumably, data users would be then 
responsible for verifying the compatability of 
the data and of the data source with then- 
system. Until there is further experience, 
prudent data generators should assume that 
they must be able to demonstrate that they have 
an effective system for data management. 
Indeed, this may be a high priority for QA in 
the construction industry. In the meantime, the 
Study Team notes the work in hand by the 



Committee of NEDO’s Construction Industry 
Sector Group which is examining ‘CAD Data 
and Other Information Exchange in the 
Building Industry’. The issue is more fully 
examined at Appendix D2. 

2.7 Risk Management by Professionals 

2.7.1 Selection 

The professions are deeply concerned that 
selection will soon amount to no more than a 
scramble in the market place. Fee negotiation is 
reluctantly accepted because it is part of a 
selection procedure which takes other factors 
into account such as skills, experience and track 
record, in addition to fees. Fee competition is 
much disliked, especially when the recom- 
mended procedures are ignored, for example 
when there is inadequate information upon 
which to bid, consultants in the tender list are 
not comparable and price is the only factor 
taken into consideration. 

2. 7.2 Conditions of Engagement 

The questionnaire survey confirmed the domi- 
nant roles of the principal forms of engagement 
-the RIBA, RIGS, ACE, PSA and local 
authority forms— with a not inconsiderable use 
of clients’ own forms. 

Current conditions of engagement were widely 
criticised as failing to: 

— identify the class of service to be 
provided; 

— identify and allocate inherent risks; 

— make clear the role of insurance; 

— identify the skills to be provided; 

— take sufficient account of the realities of 
modern construction which may require 
the co-ordination of the designs and 
progress of many consultants and 
specialist suppliers; 

— take sufficient account of the form of 
contract to be employed and of post- 
tender co-ordination; and 

— avoid awkward gaps and ambiguities. 

Responsibilities and liabilities must change if 
practice and processes change. Some of the 
more onerous impositions have no purpose 
other than to transfer risk from those better 
able to control it. The Department of Health 
has negotiated a composite set of conditions of 
engagement matched to its requirements. Sets 
of similarly well integrated and consistent con- 
ditions of engagement, not necessarily incor- 
porating traditional attitudes to hability , could 
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establish models for appointment and risk 
allocation and provide a reliable basis for 
negtiation. 

2 . 73 Quality Management 
Consultants are currently experiencing a 
buoyant market, without enjoying a corres- 
ponding buoyancy in fee income, which has 
been depressed by fee negotiation and fee 
bidding. They are also very apprehensive of 
litigation. Together, these factors have led to a 
drive to improve efficiency, balanced by risk 
management. Typically, the action taken is to: 

— codify procedures, for example by intro- 
ducing formal arrangements for checking 
and occasional peer reviews; 

— assess the benefits of applying to be 
registered as quality assured; 

— carefully vet all conditions of engage- 
ment, including collateral warranties; 

— transfer tasks and their liabilities to 
others, particularly contractors and 
specialist sub-contractors; 

— retain experienced construction lawyers 
(or appoint them in-house); and 

— ensure a practice’s risks are properly 
reflected in the terms of its PI insurance 
policy. 

Amongst consultants, there was no great 
immediate enthusiasm for elaborate risk man- 
agement control systems. This is particularly so 
for the small partnerships where simple pro- 
cedures are adequate. Clients’ demands rather 
than conviction will lead to the adoption of 
formal Q A but firms that have introduced it are 
well satisfied. 

Consultants shared their clients’ cautious 
approach to innovation. Some restricted the 
specification of untried materials or com- 
ponents by procedures such as having to consult 
the partner responsible for the practice’s techni- 
cal policy. The general impression is that 
innovation would be contemplated only when 
fees and the time in hand were sufficient for a 
thorough investigation. It follows that fees 
reduced by negotiation or by fee competition 
will curtail innovation, perhaps to the detriment 
of the long term competitiveness of the 
industry. 

Designers have to respond to demands gener- 
ated by regulations, by clients’ needs and by 
developments in construction methods and 
materials. To this extent, the work of the 
industry corresponds to a continuous exper- 
iment which, if it were planned, could provide 



feedback which would help the industry to 
improve its performance by learning from 
experience. In principle, the substance of some 
claims should provide feedback. This could 
alert practitioners to potentially hazardous des- 
ign solutions or warn manufacturers of short- 
comings in their products or point to the need 
for research. Moreover, were action taken, 
claims against insurance would fall. This has 
been the experience of the National House 
Building Council (NHBC). There would be 
advantage if the relatively few PI insurers 
devised a feedback system. 

Consultants were concerned about the effects of 
clients’ insistence on cost savings. Unduly tight 
budgets may force the selection of the second 
best, sometimes with disastrous results which 
may be laid at a consultant’s door unless a client 
has been formally warned of the risk incurred 
(3). Optimistic rather than cautious evaluation 
of site investigation, exposure or useage, for 
example, inevitably leads eventually to more 
failures. Conversely, lower design fees may 
encourage consultants to adopt fail-safe (but 
more costly) solutions because there are insuffi- 
cient funds to explore options or to investigate 
potentially cost-saving innovations. 

Finally, as with clients, not all consultants are 
good consultants. Lapses and mistakes are 
inevitable, although they may be reduced by 
quality management. Clients, consultants and 
experts agreed that over-reaching, whether of 
experience or resources, was often the cause of 
poor or erratic service. The tactics typically 
adopted by experienced clients and by their 
consultants are described at Annex D. 

2.8 Major Concerns of the Professions 

During the review, three factors were frequent- 
ly mentioned as unreasonably increasing the 
liability of consultants. 

2.8.1 Loss of Control without a Corresponding 
Reduction in Liability 

Unlike the other participants, the principal 
construction professions often have a contin- 
uous involvement in a project from the feasibi- 
lity study to the end of the contractual defects 
liability period. They are therefore vulnerable 
to claims arising from latent defects discovered 
perhaps many years after completion, whether 
the cause was an error of judgement, a lapse or 
mistake in design, faults in the work of a 
contractor or one of the many sub-contractors, 
or components or materials which failed to live 
up to expectation. 

Under the current arrangements, for building 
especially, strategic decisions are made by 
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clients; project management is exercised by 
contractors, normally with little or no design 
responsibility; and execution and quality are 
largely the responsibihty of sub-contractors, 
who may also have design and manufacturing 
responsibilities and liabilities. Roles, responsi- 
bilities and liabilities are interwoven. 

Component construction illustrates the problem 
in an extreme form. Increasingly, components 
comprise the dominant cost of building pro- 
jects. Some are complex, assembled from sub- 
components drawn from different sources, and 
involve a significant design input from speciahst 
sub-contractors or component manufacturers. 
In the absence of comprehensive performance 
specifications, which are rare, specifications 
have to be devised so that the options can be 
appraised. Also, unless extensive testing and 
field trials are made, compliance with the 
specifications may not be capable of being 
verified. Such tests are accepted practice for 
major innovative projects, which command 
commensurate fees 

Good practice and diligence ought to be suffi- 
cient to counter neghgence claims against the 
professional should components fail or not meet 
crucial aspects of their performance speci- 
fication. It is less certain that a client’s interest 
will be protected by the complex web of 
contractual relationships, guarantees and war- 
ranties which now characterise many building 
projects. This web may be illusory unless 
backed by insurance, fully maintained for six or 
ten years. If such arrangements are illusory, the 
consultants (or their PI insurers) are a prime 
target. 

2.8.2 Collateral Warranties 
The terms ‘collateral warranty’ or ‘duty of care 
agreement’ are loosely applied to contractual 
agreements between consultants or contractors 
and a third party, other than the client, who has 
an interest in the development. Commonly, the 
third party will be a funding institution, provid- 
ing finance for the development, or a purchaser 
or tenant of the completed development. Such 
third parties would normally have no contrac- 
tual relationship with the consultant or con- 
tractor. 

Collateral warranties first appeared about three 
to four years ago, but the last two years have 
seen a very dramatic growth in their use, 
particularly in relation to commercial develop- 
ments. That growth will inevitably continue. 
The structure of the full repairing lease, where 
the obhgation to repair inherent defects in the 
building is imposed on the tenant, has been an 
important factor in promoting the demand for 



warranties from tenants. The tenant is deprived 
of any recourse against the landlord under the 
lease and is left with an action in tort against the 
consultant or contractor. The opportunity to 
bring an action in tort has been restricted since 
the House of Lords’ decision in D & F Estates 
(1988) and other decisions of the courts. These 
have had the result that the grounds for claims 
in tort have been very much circumscribed and 
the recovery of pure economic loss is generally 
very limited. 

From a chent’s point of view, the consultant or 
contractor should not be relieved of liabihty 
simply because the developer is not himself 
occupying the building but is acting essentially 
as a project manager, with the building whoUy 
funded by a financial institution or with a 
committed purchaser or tenant already estab- 
lished. Since collateral warranties are now 
invariably required by the funding institution 
and purchasers or tenants, developers are 
concerned that, if they do not insist on such 
warranties, the funding or marketing of the 
development will be prejudiced. Few 
developers will admit to seeldng to transfer any 
greater rights to a third party than were already 
owed by the consultant to the developer under 
the normal terms of appointment. Undoubtedly, 
however, the effect of creating more than one 
plaintiff with equivalent contractural rights 
against the consultant is to immediately 
increase the consultant’s liability. 

Consultants’ experience is that many warranties 
include unacceptable terms. Examples abound 
which seek to impose: 

— professional liability beyond the con- 
ventional duty of care; 

— contractual terms that do not feature in 
the agreement between client and con- 
sultant; 

— warranties for the actions of other con- 
sultants, whether or not appointed at 
the time of signing the warranty; 

— assignment to persons unknown at the 
time of signing the warranty, such as 
successive purchasers; 

— assignment to tenants, especially when a 
project may have multiple tenants; 

— provision for novation every time a 
property changes hands; and 

— demands for insurance cover. 

The problem is well illustrated by a quotation 
from the questionnare survey: 
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“The developer client commonly requires 
contractual warranties to every third party 
with an interest in the development and, in 
the case of a retail shopping project, for 
example, such third parties could be very 
numerous. The commercial pressure on con- 
sultants to accept such a requirement is 
enormous. The form of warranty is one 
problem and again there are many sophis- 
ticated provisions which present a trap for the 
unwary. Provisions such as exclusive reliance 
by the tenant on the professional, with the 
professional’s liability not to be affected by 
the tenant’s independent review or any act or 
omission of any third party, reinforce the 
assumption that the professional s indemnity 
cover provides insurance for the building 
come what may and that the developer s role 
is of no relevance. The availability of insur- 
ance for risks arising under warranties is a 
more serious problem, with many insurers 
reserving their position and likely to seek to 
repudiate liability when a claim arises. Pro- 
fessionals have no certainty in signing war- 
ranties that risks arising under such warran- 
ties will be covered. This is an unprecedented 
situation. The professional who is covered 
when a claim is made will pick up greater 
liabilities in circumstances where the rest of 
the design team may not be covered. Further- 
more, these warranties are required from 
professionals, possibly from the management 
or main contractor, but rarely from the 
sub-contractors who carry out design work 
(with the exception of engineering services). 
Thus the professional will again be isolated in 
terms of liability when facing claims arising 
under warranties and will be unable to pass 
liabilities back to a third party, because that 
third party will not have a liability in contract 
and may not have a liability in tort.” 

In many cases, the attendant liability extends 
the liability normally covered by PI insurers. 
Moreover, collateral warranties are frequently 
sought as a project approaches completion and 
the developer discovers that a potential pur- 
chaser or tenant demands this protection before 
making a deal. 

Collateral warranties are one of the most 
serious concerns facing consultants who are 
involved in commercial development. Such 
warranties involve the creation of a new range 
of contractual liabilities owed to third parties 
who often have no involvement in the construc- 
tion process or in any of the decisions about 
quality or performance which have been a part 
of that process. The diversity of the contractual 
warranties required of professionals and the 
ambivalent attitude of the insurance market 
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towards cover for such warranties are very 
worrying features. Although the full impli- 
cations of collateral warranties have not yet 
been appreciated, it is clear that they will have a 
very substantial impact in the long term on 
professionals’ liability. 

2.8,3 Inspection and Supervision 
Claims often allege negligent inspection or 
supervision. Many consultants are now unwill- 
ing to do more than the periodic inspection 
needed to ensure that their design intentions 
are being basically realised and that the stand- 
ard of workmanship accords generally with the 
specification. Despite this, the courts appear 
sometimes to judge the outcome of a claim 
alleging negligent supervision as if intensive 
inspection had been part of the consultant s 
appointment. This uncertainty would be 
removed if tender documents required contrac- 
tors to state the quality management regime 
which they propose to implement. The lead 
consultant could then verify that a contractor s 
quality management regime had been imple- 
mented and that the records niaintained con- 
firmed compliance with the specified standards. 
Liability for supervision would, therefore, be 
entirely the contractor’s responsibility and in 
such cases professionals ought not to be joined 
in workmanship actions. 

When this procedure cannot be followed or is 
unsatisfactory to a client, consultants should be 
given a separate appointment for a more 
intensive level of inspection at an agreed level, 
as is the case with major engineering projects. 
Clearly, different liabilities would flow from 
such appointments. 

2.9 The Study Team’s Assessment 
Construction is characterised by the inter- 
dependence of roles, responsibilities and liabili- 
ties. This is especially so in building and is made 
worse by the current trends leading to greater 
interdependence. The Study Team concluded 
that: 

- apart from a reluctance to serve dom- 
estic clients if others are available and 
for building surveys to be very heavily 
qualified, the services of construction 
professionals have not been withheld as 
a result of liability considerations; 

— experienced clients with continuous 
construction programmes effectively 
create a sub-set of the industry, employ- 
ing a pool of consultants and contractors 
of proven experience. This continuity of 
experience solves many of the industry’s 
problems of co-ordination and inter- 
dependence; 
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— these experienced clients are heavily 
committed to their projects and devote 
resources to ensure their success; 

— many less experienced clients fail to 
fulfil their proper role and seek to 
transfer risks to others so that they can 
walk away from projects unen- 
cumbered; 

— spurred on by reduced fees on the one 
hand and by apprehension of litigation 
on the other, many consultants are 
codifying their arrangements for quality 
management and are adopting defensive 
tactics to limit their liability; 

— consultants, especially in small firms, 
are reluctant to adopt formal quality 
assurance procedures such as BS 5750. 
Most rely upon the good design practice 
which they have developed over many 
years; 

— larger practices now devote much effort 
to negotiating realistic conditions of 
service, some by having in-house legal 
sections. The less wary have almost 
certainly accepted risks which they can- 
not control and liabilities which they 
may regret; 

— fee competition too often ignores good 
practice rules, which may result in con- 
sultants being appointed without being 
fully aware of their liabilities; 

— many clients are moving away from 
standard conditions of engagement and 
are seeking to impose more onerous 
conditions which may be impossible to 
fulfil. Collateral warranties, which 
greatly extend a consultant’s liabilities, 
are very widely required, often as a 
condition of the appointment; 

— large and complex or innovative pro- 
jects, adequately financed for proper 
investigations, appear to pose few prob- 
lems of professional liability, perhaps 
precisely because they are large and 
complex or innovative; and 



— mistakes and lapses occur. Consultants 
are unwise to engage in projects well 
beyond their previous experience unless 
great care is exercised. 
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SECTION 3 

Standard and Reliability of Professional Services 



3.1 Foreword 

All the institutions’ responses accepted that 
clients have the right to expect that their chosen 
professionals will perform their services with 
diligence and care. Professionals must expect 
demands for redress when the agreed standard 
of service is not performed. There were reser- 
vations about the unpredictability of construc- 
tion, the costs to clients of over-design and the 
ease with which errors may be accidentally or 
deliberately concealed during construction. 

3.2 Non-Project Services 

Providing clients accept that services involving 
the interpretation of incomplete information 
amount to informed judgement, the liability 
problems arising from non-project professional 
services are manageable. V^at must be stated 
explicitly is the basis of the informed judge- 
ment, avoiding both unsubstantiated statements 
and over-qualified, anaemic reports. 

Clients value feasibility studies and place great 
reliance on them when making investment 
decisions. Such studies are seen by consultants 
as exciting, challenging and truly professional 
tasks. Because time is often short, they may be 
commissioned by a hasty conversation rather 
than by a thought-through brief. Lack of 
precision at the outset is a fruitful ground for 
subsequent dispute. If the outcome confirms 
the client’s expectations, all is well. If not, a 
client may lock to a professional for redress, 
especially if that professional is known to have a 
high level of PI insurance cover. In practice, a 
professional’s advice will be only one amongst 
several factors which clients take into con- 
sideration before making an investment deci- 
sion. Also, the outcome will often be 
determined by external factors, for example the 
state of the market when a project is completed. 
Nevertheless, as clients seek to recoup their 
losses, the speeulative nature of the feasibility 
study may be forgotten. A very substantial 
claim may be launched, even though the fee was 
modest. 

In the opinion of the institutions, building 
surveys and structural surveys generate more 
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claims than are justified. This reflects the 
hazardous character of surveys. Often, it is 
impossible to diagnose potential faults without 
dismantling part of the building being surveyed. 
Few clients are prepared to pay for a full survey 
which may entail moving furniture, opening up 
floors and affording access to roofs. As a result, 
a report is based partly on observation and 
partly on informed judgement. And informed 
judgement can be wrong. The ‘reliance’ 
argument accepted in Yianni^^'> has caused 
consternation. Since then, surveyors have 
adopted heavily defensive tactics, which greatly 
reduce the value of their reports, and have 
attempted to hmit their liability by disclaimers. 
Depending on the circumstances, such dis- 
claimers may not withstand challenge under the 
Unfair Contract Terms Act (1977). A recent 
decision of the House of Lords in Smith v 
Bush^^'> has made it clear that such disclaimers 
are ineffective where claims in tort are brought 
by domestic clients. 

It was also held that surveyors are put at great 
disadvantage when plaintiffs are assisted by 
Legal Aid. The most cost-effective tactic in such 
circumstances is to surrender. This issue is 
considered fully in the report of the study 
examining the liabilities of non-construction 
surveyors. 

Surveys commissioned by knowledgeble and 
experienced clients generate few problems. 
Such clients recognise and accept that it is 
impractical to dismantle every dubious feature. 
In contrast, the expectations of occasional and 
domestic clients are often unreasonable and 
trigger claims. Surveyors interviewed had 
devised lexicons of highly qualified phrases for 
all common building features. Reports culled 
from these were accepted as being much less 
useful since they do not clearly indicate whether 
a building would be a risk worth taking and 
what would be the approximate cost of immedi- 
ate non-cosmetic repairs. 

3.3 Project-Related Services 

Clients responding to the review were usually 
satisfied with the quality and reliability of 
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professional services which they received. 
Mainstream activities attract the majority of 
claims, as might be expected. Alleged faults are 
seldom associated with innovation. Case studies 
made available to the Study Team confirmed 
this impression. This is unexpected, given the 
institutions’ emphasis on the risks of innova- 
tion. In the cases reported, design faults are 
usually elementary; for example, building on 
sites subject to soil heave, taking inadequate 
precautions when coping with a high water 
table, making errors in detailing and so on. 
Clearly, some consultants do not satisfy the 
criterion of an ordinary skilled person exercis- 
ing and professing his or her special profes- 
sional skills. This emphasises the importance of 
improved quality management. 

Some clients interviewed had severe lapses of 
services to report. The majority interviewed 
were either satisfied or highly satisfied with the 
quality and reliabihty of professional services, 
reinforcing the impression of the questionnaire 
survey. The following points were made: 

— the design flair of architects and their 
ability to devise satisfactory planning 
solutions were praised; 

— structural design and other civil engi- 
neering services were judged as com- 
petent; 

— the initial performance and liability of 
mechanical engineering services were 
widely criticised. The complexity of 
these systems and their continuing need 
for correct operation and maintenance 
may demand a higher price than clients 
have been willing to pay; and 

— building surveying and quantity survey- 
ing services were seen as rehable and 
competent; building surveys (a more 
accurate description than structural sur- 
veys) are a special case. 

There were three general criticisms of profes- 
sional services: 

— design co-ordination and co-ordination 
of post-contract design were held to be 
pervasive weaknesses, especially in 
major projects. Poor co-ordination 
often leads to hurried redesign and thus 
to delay and mistakes; 

— there are too many relatively minor but 
irritating faults which emerge shortly 
after hand-over; and 

— the professions, with the notable excep- 
tion of quantity surveyors, do not 
always adopt their cheats’ priorities as 
their priorities. This comment usually 
referred to the two factors essential to 



commercial viabihty— control of costs 
and completion on time. 

What was not expected was that clients’ satis- 
faction with the finished building was less than 
that for professional services in general. The 
completed project encompasses the work of all 
involved, including that of the cheat. Work is 
interdependent, so that flawed performance by 
one participant can compromise the efforts of 
others. The strength of the chain is that of the 
weakest link and a cheat’s abiding impression 
may be dominated by memories of delayed 
completion, recurrent water penetration, failed 
screeds or troublesome air-conditioning. Tem- 
porary coahtions of all the parties mobilised to 
tackle a construction project do not have the 
advantages of controlled environments and 
repeated experience, which characterise manu- 
facturing. The disadvantages of the inevitable 
discontinuities and short-lived involvements can 
be countered only by consistent standards and 
by unremitting vigilence. 

3.4 The Study Team’s Assessment 
The Team concluded that: 

— there are numerous examples of failed 
professional services, some arising from 
lapses, some from mistakes and some 
from incompetence. However, when set 
against the vast scale of the industry, the 
level of performance is satisfactory if 
not always perfect; 

— the questionnaire survey confirmed that 
most clients were at least satisfied with 
the standard of professional services; 

— innovative projects, on the evidence 
presented, are no more prone to failure 
than traditional construction. However, 
innovation is normally associated with 
large projects where failure can be 
extensive and costly: 

— clients emphasise, as matters for con- 
cern, failure to identify with their opera- 
tional goals, poor co-ordination and 
inadequate mechanical engineering ser- 
vices, particularly air conditioning; and 

— good projects start with good cUents 
commissioning competent and suffi- 
ciently experienced consultants. Recent 
emphasis on systematic quahty manage- 
ment and quality assured products and 
procedures should materially improve 
performance. 
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SECTION 4 

Professional Indemnity Insurance 



4.1 Foreword 

PI insurance indemnifies professionals for 
claims made against them for their negligent 
actions or omissions committed in the course of 
the provision of their services. The background 
is fully described at Annex A. The principal 
features are: 

— unlike most other classes of insurance, 
PI insurance is placed on a claims made 
basis; the indemnity relates to claims or 
potential claims against the professional 
notified during the period of insurance, 
irrespective of when the alleged negli- 
gent act or omission occurred; 

— premiums are substantial, often repre- 
senting a practice’s largest overhead; 
and 

— ■ PI insurance protects the interests of the 

insured, not those of the client or of 
other third parties. 

This section examines the comments and princi- 
pal criticisms of professionals, their clients, the 
institutions and the insurance sector in relation 
to PI insurance. 

4.2 Affordability 

Premiums are said to be unaffordable by many 
practices unless onerous terms, for example 
restricted cover and large deductibles, are 
accepted. The interview survey confirmed that 
consultants rank PI premiums amongst the most 
costly of their unavoidable overheads, amoun- 
ting on average to an 11 per cent surcharge on 
technical and professional labour costs. Part- 
nerships have been hard pressed at times to 
fund their premiums, especially when there has 
been a surge in fees earned in the immediately 
preceding years. It has been estimated that a 
substantial proportion of architectural practices 
with fewer than five staff are currently 
uninsured. 

PI insurance premiums assume a new signifi- 
cance with the increasing incidence of fee 
negotiation and fee competition. As fee income 
is reduced, fixed costs become ever more 
burdensome. Labour costs can be trimmed by 
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improved efficiency and by reducing the ser- 
vice, for example by investigating fewer 
options. Premiums are based on an assessment 
of the risk of a consultant’s portfolio of past 
projects and current activities. They will there- 
fore become an even higher proportion of fee 
income as this income is reduced in relation to 
workload. 

4.3 Premiums 

The successive increases in PI insurance pre- 
miums from 1985 to 1987 are resented and 
poorly understood, especially when they are 
contrasted with the claims experience of indi- 
vidual consultants. Some consultants, with vir- 
tually a clear claims record, have had to meet 
swingeing premium increases, despite accepting 
very much higher deductibles. Increases of 250 
per cent were mentioned, without any change in 
consultants’ circumstances. The objections are 
now less vociferous as rates have stabilised or 
even reduced. 

Many factors affect the general level of pre- 
mium rates. They include the nature of the 
market, insurers experience of the class of risk 
and the circumstances of the insured. PI insur- 
ance has displayed a cyclical history, due, at 
least in part, to the very few insurers engaging 
in this class of business and the disturbance that 
occurs when an existing insurer leaves the group 
or new ones join. The years 1985 and 1986 were 
periods of steep increases; 1987 was more 
stable. Some premium rates reduced in 1988, as 
more capacity became available, and this situ- 
ation has continued into 1989. The data 
obtained from the survey of professionals 
(shown in Figure 4.1) demonstrate these trends. 

The average rates conceal, however, a wide 
variation in the rates paid. This leads to 
considerable discontent among consultants, 
particularly those who have never made a claim 
against their insurers. Many expressed the view 
that they receive insufficient credit for their 
superior performance. However, claims do 
arise against practices which have never pre- 
viously suffered a claim and it is this risk that 
they are insuring. For example, one major 
practice with no claim for 20 years or more was 
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Fig. 4.1 Insurance Premiums 
by discipline 



Percentage of fee income 




Year of cover 



one of the several defendants in litigation which 
cost the insurer in excess of £10m. All practices 
are, of course, subject to general increases 
when it is necessary for premiums for a parti- 
cular discipline to be raised, but increases for 
practices with a good record are likely to be far 
below those apphed to consultants with a poor 
claims history. The premiums of the many pay 
the claims of the few; it is not possible to fund 
increasing levels of claims by increasing the 
premiums of claim-bearing pohcies alone. 

The following procedure is typical of insurance 
companies when establishing an individual pre- 
mium. Firstly, a standard set of premiums for a 
standard level of indemnity and deductible is 
established for the various disciphnes. Typi- 
cally, these are about five per cent of the design 
fees for architects and civil and services engi- 
neers and of the notional design fees for 
contractors offering design and construct ser- 
vices, rather more for structural engineers and 
much less, one per cent perhaps, for quantity 
surveyors. These rates are then modified by 
many factors, for example: 

— size of practice; 

— deductible; 

— hmit of indemnity; 

— risk relating to past work; 

— type of operations; 



— territorial spread of risk; 

— assessed quahty of practice; 

— previous claims record; and 

— policy wording which restricts or 
extends liability. 

With all these variables in play, it is to be 
expected that premium rates are very variable. 
Those reported ranged from 0.25 per cent to 
over 20 per cent of fee income. Figure 4.2 
depicts the mean, lower and upper quartiles of 
premium rates in 1987 for architects responding 
to the survey. 

Two important factors in determining pre- 
miums are the limits of indemnity and the 
deductible. Both have increased sharply during 
the past decade. The levels of indemnity and 
deductible may be subject to a minimum or 
maximum in relation to fee income, and the 
calculated premium itself may be subject to 
limits either absolutely or in proportion to fees. 
In principle, there is no hmit to the liabihty of a 
professional practice for the consequences of its 
neghgence. However, all PI insurance contracts 
specify a limit to the indemnity provided for the 
period of the insurance. 

The choice of the hmit of indemnity sought is 
made by the individual practice in consultation 
with its broker and will have regard to the 
volume and nature of work undertaken and the 
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Fig 4.2 Spread of Insurance Premiums 

for Architects 



Percentage of fee income. 




Premium year 



cost of the premium. From the survey of 
professionals, it is evident that limits of indem- 
nity vary widely, although large practices 
usually have higher limits than smaller ones. 
Figure 4.3 shows the average limits of indem- 
nity for different sizes of practice obtained from 
the survey of professionals. It is clear that 
smaller practices may not have cover adequate 
to meet the potential claims for their negli- 
gence. They rely upon the belief that clients will 
not pursue them for sums beyond the limit of 
their insurance. In fact, the personal assets of 
partners may be substantial and are also at risk 
if a claim exceeds the limit of indemnity. 

Insurers always require the insured to carry 
part of the risk themselves by means of a 
deductible, usually expressed as a fixed sum to 
be deducted from each and every claim. The 
function of the deductible is twofold. Firstly, it 
considerably reduces the insurers’ administra- 
tive costs in dealing with small claims and, 
secondly, it is seen as an incentive to the 
professional to minimise risks. Levels of deduc- 
tible vary considerably but are typically about 
one to two per cent of the fee income subject to 
a minimum sum for very small practices. Many 
practices will accept a larger deductible than the 
minimum required by their insurers, usually 
referred to as a voluntary deductible, in order 
to reduce premiums and to give greater scope 
for negotiated settlements. Partly driven by 
clients’ insistence on high levels of insurance 
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cover, deductibles have increased fivefold from 
1983 to 1986, with larger practices often 
accepting deductibles well in excess of 
£ 100 , 000 . 

This greatly increases a practice’s risks. 
Because of large deductibles, practices already 
meet the cost of most claims and are still liable 
should a large claim exceed the limit of cover. 
When more than one claim from totally unre- 
lated causes arises on a project, for example a 
leaking roof and defective air conditioning, the 
insurer is entitled to apply the deductible 
separately to each unrelated claim. This defi- 
nition is favourable to the policyholder if one 
act of neglect, error or omission causes loss to a 
number of different claimants. For example, a 
leaking roof may affect several tenants, each of 
whom makes a separate claim against the 
insured. Conversely, a consultant who had 
opted for a very large deductible could be 
struck down by a call to contribute to several 
distinct claims arising on a major project. This 
has led to one consultant having to pay more 
than £lm towards a settlement. 

Some respondents argued that PI insurance 
has the effect of reducing competitiveness, in 
that large consultancies pay lower premiums, 
expressed as a percentage of fee income, than 
smaller up-and-coming consultancies. The 
review confirmed that premium rates are 
related to size but with medium-sized practices 
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Fig 4.3 Limits of Indemnity in 1987 

by size of Practice 
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paying higher rates than those of very small and 
very large practices. This is demonstrated at 
Figure 4.4. 

4.4 Level of Service 

There were many comments about the level of 
service, particularly as regards the capacity of 
the insurance market, brokers’ services, sup- 
port during litigation and the problems of 
retired partners. 

Unless there are particularly onerous features, 
currently (April 1989) cover up to £30m or 
more is available without difficulty. Owing to 
the cyclical nature of the PI insurance market, 
these high limits cannot be assured in the 
future. While cover in excess of £5m is at 
present available at reasonable cost, the higher 
levels of the limit of indemnity are likely to 
become proportionately more costly if the 
market hardens and there is a squeeze on 
capacity. 

With isolated exceptions, the consultants inter- 
viewed were complimentary about their 
insurers’ support in litigation. In different ways, 
swift and commercially sensible settlements 
were often facilitated. Clearly, there were 
advantages when the insured, the broker and 
the insurers had worked together for some 
time. In practice, insurers appeared to respond 
flexibly to situations in these cases. Smaller 
consultants have less clout but generally 
appeared to be no less well served. From the 



insurers’ standpoint, there is the choice 
between rushing to a negotiated settlement, 
which must be in their best interest for small 
claims, and defending the reputation of the 
insured. The evidence of the review is that a 
reasonable compromise is struck. 

During the enquiry, it became evident that 
some consultants are much less well informed 
about the principles of PI insurance— and poss- 
ibly other insurance— than might be expected 
given its importance in safeguarding their inter- 
ests. Some of those interviewed had been 
surprised when, for example, insurers required 
two or more deductibles to meet claims arising 
from one project. There would be advantage for 
all concerned if PI insurers, together with 
leading brokers and knowledgeable consul- 
tants, produced and kept up to date a code of 
practice for PI insurance. 

Contractors offering professional services 
asserted that they were much less well placed 
than consultants. The few insurers willing to 
underwrite their risks are particularly wary of 
any contractor offering these services for the 
first time. PI insurance is especially costly to 
contractors who undertake design and construct 
services only intermittently. Contractors also 
argued that the professional Mability of clients’ 
consultants, contractors’ designers and any 
consultants employed by the contractors are 
uncertain and that there may be serious gaps in 
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Fig. 4.4 Insurance Premiums 
Variations by size of practice 
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PI insurance cover. Despite the contractors’ 
fears, the evidence from insurers does not 
suggest that the cost of contractors’ PI insur- 
ance is higher than that of consultants offering 
similar services. 

4.5 Value for Money 

The professions do not accept current premium 
levels as reasonable. Of those responding to the 
questionnaire, 70 per cent did not regard the 
cost as reasonable and 74 per cent felt they did 
not get value for money from PI insurance. 
Clients also state that they do not get value for 
money from the premiums they pay indirectly 
through fees. 

Much has been written about the efficiency of 
PI insurance and the proportion of premiums 
paid in settlement of claims. The insurers were 
reluctant to provide information. However, 
several independent sources report that about 
one third of the premium income is actually 
paid to those who have suffered loss. The 
survey of insurers shows that 30-40 per cent of 
premium income is consumed in legal and 
expert witnesses’ costs. The inference is, there- 
fore, that the remainder, again roughly a third, 
represents administration costs and profit for 
the insurer and broker. It should be empha- 
sised, however, that a proportion of the 
brokers’ and insurers’ costs is that incurred 
in advising their insured on risk management 
and also in successful defence of claims against 
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the insured. An insurer undertakes to indem- 
nify the insured against proven professional 
hability and part of this commitment is to 
defend the insured. Insurers are not liable to 
pay on demand. 

It is also asserted by some that insurers make 
excess profits because there is insufficient com- 
petition between PI insurers. Were PI insurance 
very profitable, other insurers would enter the 
market: there is no barrier to entry. The study 
could not assess profitability, which must be 
critically affected by the chance occurrence of 
very large settlements or awards and by the 
success or otherwise of an insurer’s invest- 
ments. Data provided by two insurers, compar- 
ing the amounts disbursed in claims, fees (legal 
costs of the insured) and reserves, do not 
suggest that PI insurance is exceptionally prof- 
itable when account is taken of insurers’ 
administrative costs. Reserves for unsettled 
claims remain a critical factor in the profitability 
equation for many years, due to the inevitable 
delay in the final settlement of most claims. 

From a consultant’s standpoint, PI insurance 
has the inevitable characteristic of all insurance, 
namely that cost effectiveness can be assessed 
only in aggregate terms. This in no way lessens 
the value of PI insurance to consultants, few of 
whom would be able to absorb the cost of major 
litigation leading to a court hearing, quite apart 
from the risk of heavy damages and costs 
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awarded by the courts. PI insurance provides 
the security necessary to practice in an 
uncertain world. 

Value for money from a client’s standpoint is 
another matter. Rough checks with a few major 
clients with long term continuous construction 
programmes showed that the monies recovered 
are small, very small in most instances, in 
comparison with the imputed PI premiums paid 
via professional fees. This is to be expected 
because premium income has to provide for 
commission, reserves, administration costs and 
legal and expert fees, as well as any disbur- 
sements to plaintiffs. Of course, as with all 
insurance, the cost effectiveness of PI insurance 
for any client would be dramatically changed by 
an award of major damages. 

4.6 Possibilities for Reforming Insurance 
Some interviewees believed that clients’ insist- 
ence on high levels of PI insurance cover had 
become too costly, especially when each consul- 
tant engaged for a project is expected to insure 
for, perhaps, £5m for each and every claim. 
They thought that insurance arrangements 
should be radically reformed. Four possibihties 
were mooted; 

— Specified levels of normal cover 

An industry-wide convention, which 
would specify levels of PI insurance 
cover appropriate for different disci- 
plines and different consultant sizes, 
was given limited support. Clients wish- 
ing to have PI insurance cover at a 
higher level would pay for the additional 
cover. Quite apart from clients’ reac- 
tions, which are unlikely to be enthusi- 
astic, there are practical problems, 
mostly concerned with the administra- 
tive task of ensuring that clients conti- 
nue to pay for the top-up premium for, 
perhaps, 15 years after completion. This 
would be formidably difficult if, as is 
likely, insurers change from time to time 
or the building is sold. 

— Project based PI insurance 

A wider use of project-based PI insur- 
ance was advocated on the basis that a 
single insurance for all the professions 
would avoid multiple joining and sepa- 
rate representation for each consultancy 
joined in an action. Of course, this 
united front may make successful claims 
less hkely. Apart from massive projects 
where such insurance is available at a 
price, the proposal was thought to have 
too many practical difficulties, including 
those of ensuring that annual premiums 



are extracted from, say, six to ten 
consultants for fifteen years after com- 
pletion, and of dealing with the conse- 
quences should consultants merge or go 
out of business. Most insurers will not 
write PI insurance on other than an 
annual basis; any move towards long 
term pohcies would drastically reduce 
available capacity. Contractors’ experi- 
ence overseas underlined the practical 
difficulties of this type of insurance 
which, in any case, would not mesh 
easily with contractors’ general 
insurances. 

Despite these problems, a Lloyds Syndi- 
cate has recently launched a project 
insurance policy, which is designed to 
protect the developer, contractor or 
project manager against claims arising 
out of the professional neghgence of all 
the professionals engaged on a contract. 
This pohcy will provide an aggregate 
excess which can be eroded only by 
claims which exceed the standard pohcy 
deductible. Risks will be considered for 
periods of up to six years, with limits of 
indemnity up to £10m, and can be 
arranged in a number of formats 
depending upon price requirements. 
The policy is not available for projects 
undertaken in the USA or Canada. 

— Building Users Insurance Against Latent 
Defects 

Nearly all the institutions argued for the 
adoption of the proposal in the report, 
‘Building Users Insurance Against 
Latent Defects (BUILD)’(^l, which 
recommends that chents should insure 
risks which they cannot afford to carry 
against material damage. Were BUILD 
in place, PI insurance would continue its 
current role of protecting professionals 
against their insured liabihty, except 
that two of the most potentially costly 
and contentious categories of claims 
would be met by clients’ insurance, 
ideally with the material damage 
insurers waiving their subrogation rights 
against the consultants and contractors. 
In this way, chents would be assured of 
being indemnified for the cost of struc- 
tural and weathershield failures, with- 
out need to prove neghgence or omis- 
sion. Concern has been expressed by 
those responsible for the design of 
elements not covered by BUILD— in 
particular, engineering services— that 
they would find themselves isolated 
from those who are covered and there- 
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fore be more exposed to claims of 
negligence. 

— Protection of retired partners 

The adoption of better arrangements to 
protect retired partners who are not 
otherwise indemnified by the current PI 
insurance policies of their former firms 
was strongly supported by 
the institutions and consultants’ asso- 
ciations. Most now insure their ‘run-off’ 
risk year by year, albeit on a reducing 
premium basis, and the annual premium 
payable after retirement cannot be off- 
set against tax. Cover for a five year 
period is now available for surveyors on 
payment of a single premium. The 
insurers’ intention is to offer further 
run-off cover when the initial five year 
period expires. This will depend on the 
willingness of the insurance market at 
that time to continue the cover. Engi- 
neers insured with the Association of 
Consulting Engineers’ scheme are able 
to purchase a six year run-off policy for 
a single premium. Insurers are examin- 
ing the possibility of offering other 
professionals run-off cover for a period 
of years for a single premium. 

4.7 The Study Team’s Assessment 
The Team explored the criticisms of PI insur- 
ance and its assessment is as follows: 

— the purpose of PI insurance is to 
safeguard the insured, not their clients 
or third parties; 

— there is, therefore, no cause to criticise 
insurers for the proportion of premium 
income expended in litigation; 

— variations in premium rates are partly 
cyclical, falling and rising as insurers 
and re-insurers enter and leave a 
specialised market; 

— at any time, insurance premiums take 
account of many factors resulting in very 
variable premium rates for consultants 
in the same profession, which may 
explain the very different attitudes to PI 
insurance; 



— from the consultants’ standpoint, PI 
insurance is a necessary expense. It is 
value for money if the industry as a 
whole reduces claims and litigation to a 
minimum by effective risk management; 

~ from the data available, insurers do not 
make monopoly profits; and 

— from a client’ s standpoint, PI insurance 
is a very indirect way of protecting their 
interests. Project-based PI insurance 
would have advantages but runs against 
the grain of PI insurance practice. 
Material damage insurance is a direct 
safeguard against latent defects and is 
commended. 

The Team concluded that: 

— PI insurance is currently a heavy burden 
on the professional. There is every 
reason to believe it will become even 
more costly when the PI insurance 
market hardens again, especially if liti- 
gation increases and fees reduce as a 
result of fee negotiation and fee compe- 
tition. These additional costs will be 
passed on to chents; 

— currently, capacity is sufficient. How- 
ever, should the incidence of costly 
awards and settlements increase— a 
strong possiblity if nothing is done— and 
insurers and re-insurers withdraw, cap- 
acity could be restricted or high levels of 
cover become prohibitively costly; and 

— some consultants are not sufficiently 
aware of the care needed when negotiat- 
ing insurance terms to ensure that these 
reflect a practice’s needs— for example, 
the impact of several calls for the 
deductible for each different claim 
arising from one project. A Code of 
Practice is needed. 



— more affordable ‘run-off protection for 
retired partners is justified and should 
be a high priority; 

— although in a large industry there will be 
lapses, normally insurers adequately 

support the insured in defending claims. 

Brokers’ services are improving, per- References 

haps in response to competition; (i) nedo ‘build’ report (1988). 
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SECTION 5 

The Law and Law Reform 



5.1 Foreword 

At the invitation of the Study Team, Professors 
Phillip Capper and John Uff of the Centre for 
Construction and Project Management pre- 
pared a substantial report, ‘Professional 
Liability in the Construction Industry’ 
Although dated as recently as April 1988, some 
sections of the report have been overtaken by 
recent decisions of the courts, especially by the 
Lords’ ruhng on the D & F Estates v Church 
Commissioners appeal. Because of this, the 
Capper/Uff report has been summarised and 
revised by Professor Capper and is at Annex B. 

For the most part, arguments for law reform 
have to be based on an assessment of informed 
opinion. Quantification is virtually impossible, 
accessible records do not exist and the conse- 
quences of law reform are difficult to assess. 
The industry’s activities are very diverse and the 
reactions of individuals to new legal constraints 
and opportunities are unpredictable. To quote 
Philhp Capper (2) — 

“Just as tortious negligence was the fertile 
breeding ground of building litigation in the 
1970s and 1980s, so legal imagination and 
innovation will now be applied afresh to such 
contractual devices as short-cuts in the usual 
chain of contractual responsibihties in de- 
signing, building, selling and letting of 
buildings. Duty of care deeds, warranty 
letters, assignments and novations are the 
new order”. 

In this section, the way in which the law has 
developed and the concerns of the professions 
and institutions are analysed. Many proposals 
involving changes to the law were put to the 
Study Team; these are summarised in the 
divisions into which they naturally fall. The 
discussion and proposals for change exclude 
actions arising from death or personal injury. 

5 .2 Legal Background to Professional Liability 

Before the early 1970s, most of the difficulties 
which now arise from professional habihty 
either did not exist or were of manageable 
proportions. Actions in tort were rare, there 



was no tradition of multi-party claims, no 
particular difficulty in finding or affording PI 
insurance and no apparent or pressing need for 
limitation of liability. It appears that few 
professional firms had any direct experience of 
htigation or arbitration beyond that arising 
from contractors’ claims. 

The period from the mid-1970s until the mid- 
1980s saw a consistent progression of decisions 
in which the courts were willing to extend the 
availabihty of tortious claims where none had 
previously been thought possible. The result 
was an almost complete reversal of the pre- 
viously estabhshed principles which coincided 
with, and was arguably fuelled by, a significant 
growth in the volume of defects being found in 
recently completed developments and an 
increasing readiness on the part of building 
owners or occupiers to seek legal redress. 
Consequently, there was an increase in the 
volume of litigation, in terms of the number of 
actions, the number of parties involved and of 
length, complexity and cost. Most professional 
firms of any size have now experienced htiga- 
tion and practitioners are becoming used to 
firms appearing in one case as an expert witness 
and in the next as a defendant. 

The main explanation for this development is 
that the context in which the courts abandoned 
caveat emptor in relation to buildings involved 
an eminently suitable target for proceeding to 
htigation; local building control authorities did 
not disappear or become insolvent. In the 
mid-1980s, the courts began to adopt a new 
pohcy of caution, tending to restrict local 
authorities’ habihty to imminent threats to the 
health or safety of the occupier. Professional 
habihty has a different nature. The consulting 
professionals volunteer to sell their services, 
inducing reliance thereon, and so are more 
hkely to attract habihty. The resulting problem 
is that, although other categories of defendant 
have benefitted from the reversal of the judicial 
trend and from its new caution, there is much 
less evidence of any such reversal in the judicial 
development of professional neghgence 
habihty. Therefore, the underlying problem for 
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professionals is that a claim might be made on 
virtually any project, with the possibility of 
potential liability for an indefinite period and 
for an unlimited amount. 

Liability may arise in contract or tort. In 
contract, the establishment of liability requires 
proof of breach of the terms of the contract. 
Standard conditions of engagement used by 
professionals in the construction industry do not 
ordinarily seek to provide either positively 
defined duties or clear limits to the work being 
taken on. Contracts are often made informally. 
There is, therefore, ample scope for the inter- 
pretation of terms, actual or implied. 

In tort, duties may be owed to a wide range of 
persons. The basis for the existence of such duty 
was described by Lord Atkin The major 
consequence of Lord Atkin’s principle is that it 
allowed a short-cut to claims via the chain of 
contracts from original manufacturer to end 
user. The later expansion of negligence liability, 
reaching its zenith in the Junior Books case 
reduced even further the relevance of the 
contractual chain. That expansion has been 
shown to have been wrong (at least outside the 
professional neghgence context) and the limits 
on non-professional negligence liability have 
been all but restored. 

The courts are currently engaged in defining 
what type of damage tortious duty covers. 
Particularly in non-professional negligence 
cases, it now appears that only the cost of 
remedying damage to the plaintiffs person or 
property, together with financial loss immedi- 
ately consequential to that physical damage, 
will ordinarily be recoverable. Wholly financial 
losses not consequent upon the physical damage 
are not normally recoverable in non- 
professional cases. Tort law is concerned with 
dangerous defects, not defects in quality. This 
effectively mitigates the potential liability of the 
professional but leads to even greater 
uncertainty, at least in the short term. The law 
will not necessarily hold a defendant liable in 
tort even if proved to have been ‘negligent’. 

There is one well established category for the 
recovery of pure economic loss in tort — that is, 
cases of professional advice which lead only to 
financial losses, where it is reasonable for the 
plaintiff to have relied on the special expertise 
held out by the adviser {Hedley Byrne & Co 
The current tendency seems to be to treat the 
Hedley Byrne principle as depending on a 
voluntary assumption of responsibility, very 
close to contract, although very recent decisions 
indicate that the law is not clear. 
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In order to establish breach where a duty of 
care exists, whether in contract or in tort, it is 
necessary for the court to be satisfied that a lack 
of care has been proved. There is an important 
difference between liability based on fault and 
absolute liability. Yet there are very few cases 
in which the courts find that a professional has 
made an error, but without fault. Even where 
the court has made such a finding, it has usually 
been on the basis that the professional was not 
liable for the work in question, rather than that 
the error was non-culpable. Even in the absence 
of a voluntary assumption of responsibility, the 
courts may treat actual reliance by a third party 
claimant on a professional’s advice or judge- 
ment as sufficient to justify a claim. Lord Justice 
Bingham has expressed considerable caution as 
to the judicial finding of professional negli- 
gence, and in 1957 sought to restate what the 
principles should be, as follows — “The law 
required of a professional man that he live up to 
the standard of the ordinary skilled man exer- 
cising and professing to have his special profes- 
sional skill” 

5.3 The Institutions’ and Associations’ Ass- 
essments 

All respondents firmly supported the principle 
that clients are entitled to projects which are in 
accord with design briefs and are completed on 
time and within budget. They also accepted 
that, if these objectives are not achieved, clients 
are entitled to redress. However, when matters 
go awry, in the great majority of cases damage 
cannot be attributed to one certain cause. The 
activities of each of the producers contribute to 
and draw on the activities of the others, 
although their services are procured differently 
with different liabilities. 

Further, it does not follow that an actual failure 
of service is necessarily the liability of any 
producer. Clients then have no remedy unless 
one or more of the producers has accepted strict 
liability for the fitness for purpose of the 
project, which may or may not include com- 
pletion on time and within budget. Thus, there 
is no certainty of entitlement to redress and 
there is no certainty of prompt payment 
because the uncertainties of the facts, circum- 
stances and law are normally resolved only by 
protracted and costly litigation with an 
uncertain outcome. Setting to one side the 
uncertainties in law, there is no certainty as to 
whether compensation is available, if this 
hinges on claims-made PI insurance, renewed 
annually, perhaps by five or more independent 
consultants, each having different insurance 
with different terms and conditions. 

There was near unanimity amongst the institu- 
tions and associations responding to the study 
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that construction law is unnecessarily complex 
and highly uncertain. This is not to the advan- 
tage of either the professionals or their cHents 
or other claimants. Uncertain responsibihties, 
rights and liabilities inevitably lead to the 
expenditure of time and costs on actions which, 
with the benefit of hindsight, ought neither to 
have been launched nor defended. Moreover, 
the combination of contribution proceedings on 
the one hand and the existence of PI insurance 
for most professional practices on the other has 
both positively invited claims and caused prac- 
tices and their insurers to shoulder more than 
their proper share of damages. 

There are probably three principal causes of 
these difficulties which may be unique to 
construction. Firstly, statute law encompasses 
the whole spectrum of commercial, business 
and social activity, not just the special circum- 
stances of the construction industry. Secondly, 
judge-made law has been responsive to changes 
in social perceptions of consumers rights. Thir- 
dly, recent changes in the structure of the 
industry and in design and technology have 
made the processes of the industry even more 
interrelated, thus greatly increasing the prob- 
lem of defining responsibilities and liabilities. 

The quotations below, taken from one response 
submitted to the Study Team, are repre- 
sentative: 

“From the viewpoint of the construction 
industry, the main objections to the law of 
negligence are that it is complex and 
uncertain and that, in important respects, it is 
insufficiently realistic and acts unreasonably. 
In referring to the law of negligence in this 
way, it is intended to include also the 
ancillary parts of the law which apply in 
conjunction with it, such as joint and several 
and vicarious liability, contribution, concur- 
rent liability in tort and contract and certain 
aspects of limitation. 

While there may be room for argument as to 
whether or not the law is unrealistic or 
unreasonable in a particular context, the 
objection regarding its complexity and 
uncertainty is surely beyond dispute. In this 
regard, the law is failing in the service it 
should be providing, since it is a fundamental 
necessity for commerce and industry in gen- 
eral, including the various professions that 
serve it, that the law should be readily 
comprehensible and reasonably certain, at 
least with regard to the principles involved. 
These features are probably second only in 
their importance to judicial competence and 
impartiality”. 



Clients’ rights were judged to be no better 
served and to merit reform of the law on their 
own account: 

“The customer has a right to redress should [a 
consultant’s] performance be less than that 
agreed”. 

“In our view the objectives for reform should 
be: certainty as to the period during which 
compensation wUl be available; certainty as 
to the amount of compensation; certainty as 
to prompt compensation and, one might add, 
certainty as to the entitlement to compen- 
sation” . 

Proposals for reform were of three kinds: 
radical reform better to assign risks and liabiH- 
ties; consoMdation of the relevant law by a 
Construction Law Bill; and amendments to 
legislation together with other measures to 
reduce uncertainty. 

5.4 Comprehensive Solutions 

5.4.1 Foreword 

Radical alternatives to the current 
arrangements, designed to lead to more equita- 
ble and efficient risk sharing, were put to the 
Study Team by many of the respondents. They 
may be grouped under three general headings; 
limited liability, mandatory PI insurance and 
material damage insurance for the most costly 
latent defects. 

5.4.2 Limited Liability 

Unless excluded or limited by express 
agreement, construction professionals have 
unlimited liability for the consequences of their 
negligent acts or omissions. In practice, they 
obtain limited PI insurance cover which is 
unlikely to be capable of meeting the largest 
claims to which they may be exposed, for 
example a combination of latent damage and 
consequential costs. A recent report by the 
International Bar Association has advocated 
the capping of liability, subject to appropriate 
safeguards in cases of death or personal injury, 
for all professionals, provided they obtain the 
necessary insurance 

A number of considerations support the case 
for capped liability. They include the balance of 
risk between a Hmited liabihty company or 
public authority and consultants, the rela- 
tionship between fees and liabihty and the 
balance between possible advantages and risk. 
The very great majority of the industry’s signifi- 
cant chents are either hmited liabihty compan- 
ies or pubhc corporations. In theory, individual 
professionals employed by companies and 
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public corporations are personally liable for 
their negligent acts, although employees, apart 
from directors who cannot be indemnified, are 
normally indemnified by their employers. 

A contract with a partnership is a contract with 
all the partners who are jointly and severally 
responsible for the acts of their fellows. Against 
this background, many consider that it is 
unreasonable for consultants to be liable with- 
out limitation. Most consultants are relatively 
weak when compared with limited liability 
companies and public corporations. 

The related issue of principle is whether it is 
reasonable for a small fee to give rise to 
unlimited liability. This may be illustrated by a 
case study. A small survey, made for a £100 fee, 
led to a six weeks’ court hearing of a claim for 
£400,000 plus interest in respect of the develop- 
ment, which had been much less profitable than 
expected. The case was dismissed with costs of 
£500,000, which would not have met the full 
costs of the defendant’s involvement. 

It would be more reasonable, it was argued, if 
there were a sensible relationship between fees 
earned and liability, and between risks incurred 
and the maximum benefit that can flow from an 
undertaking. Consultants earn once-and-for-all 
fees and incur the liability of paying the 
premiums for PI insurance for many years. 
Clients obtain a flow of benefits for many years, 
often out of all proportion to their consultants’ 
fees. 

These arguments suggest that the principle of 
unlimited liability is not reasonable. Indeed, it 
may be a powerfully distorting factor leading to 
unnecessary litigation and to excessively costly 
PI insurance premiums, without any compen- 
sating benefits of improved competitiveness or 
efficiency. Also, the range of activities of 
construction professionals points to capped 
liability having some relationship to the fee 
earned rather than to a single figure. 

5.4.3 Mandatory PI Insurance 
One of the arguments advanced for capped 
liability is that it would make PI insurance more 
affordable to every practising member of the 
construction professions, apart from very small 
firms and those with a poor claims experience. 
Thus PI insurance could be made mandatory as 
a quid pro quo for capped liability. 

All involved with clients, typically in the public 
sector, who insist on very high levels of PI 
insurance cover would benefit. Such costs can 
be material when an excessive PI insurance 



requirement is unthinkingly imposed on all 
specialist sub-consultants who are expected to 
maintain the high level of cover for many years 
after project completion. This policy cannot be 
cost-effective for either the consultants or the 
clients. In the long term, the latter must pay 
indirectly for the cost of additional cover. 

Compliance with mandatory insurance would 
need to be monitored and enforced. Four 
possibilities for a suitable authority are: 

— a statutory body; 

— a non-statutory body overseen and fun- 
ded by the group of insurers writing PI 
insurance; 

— the relevant professional institutions 
and associations; 

— independent quality assurance scheme 
auditors. 

5.4.4 Material Damage Insurance 

Many assert that clients should insure the most 
costly categories of latent damage. This goes to 
the heart of the matter, which is to put right 
defects and damage without the need for proof 
of breach of contract or negligence, and to 
ensure that the procedures to recover the cost 
of repairs are certain and quick. With capped 
liability, this form of insurance would protect 
clients against catastrophe and would probably 
be more cost effective than PI insurance. 

The Building Users Insurance against Latent 
Defects (BUILD), advocated by NEDO: 

— provides non-cancellable material dam- 
age insurance against specified latent 
defects and damage for a period of ten 
years from the date of practical com- 
pletion; 

— is negotiated by developers and is assig- 
nable to successive owners and to ten- 
ants of whole buildings; 

— involves a single premium, possibly paid 
in two stages or by instalments. 

5. 4. 5 Strict Liability 

Arguments for capped liability and mandatory 
PI insurance are that they would restore trust, 
avoid protracted litigation and achieve timely 
redress. Clients may press for general fitness for 
purpose or strict liability as a balancing concess- 
ion; indeed, the British Property Federation is 
in the van. General fitness for purpose is often 
advanced as the less onerous criterion of 
performance but it was seen by the Study Team 
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as opening up too many possibilities, unless the 
criteria were circumscribed and tightly defined. 

The operation of strict liability can be more 
certain, in that it can be limited to aspects of 
performance with verifiable and defined toler- 
ance limits. There are four difficulties. Firstly, it 
is not possible to achieve assured standards in 
construction; there is always a residual risk 
which may be reduced, but not eliminated, by 
progressively more costly solutions. Secondly, it 
would be unreasonable, given the normal dis- 
tribution of responsibilities, to impose strict 
liability on any particular producer unless that 
producer had absolute control of the whole 
process. Thirdly, important elements of the 
building would not be included. Finally, it is 
known that some accepted standards do not 
always lead to reliable results. 

The Team noted that the professions believe 
that the courts are increasingly inclined to 
presume negligence or breach of duty on proof 
of damage. 

5.5 A Construction Law Bill 

Two arguments are advanced for a construction 
law bill. Firstly, the minimum reforms needed 
to create a more certain environment for the 
construction professions and their clients 
involve amending general acts in the particular 
interests of the construction industry. It has 
been put to the Study Team that these would be 
better handled as part of a bill concerned 
specifically with construction industry problems. 

Secondly, during the past two decades, judge- 
made law has first extended then restricted 
liability in tort to the extent that different legal 
liabilities have been in force when projects were 
undertaken, when damage was discovered and 
a decision made to litigate, and when the action 
was finally decided. These circumstances are 
illustrated in the hypothetical case set out at 
Annex B , Appendix B1 . Whilst judge-made law 
has the advantage of responding to changing 
social perceptions and commercial practice, it is 
retrospective and unfair if the rate of change is 
such that claimants and defendants are con- 
fused and uncertain. Moreover, the process 
itself is necessarily uncertain. Decisions emer- 
ging from particular actions leave important 
general issues unresolved. When the appeal in 
the D & F Estates case was decided in July 1988, 
important questions were not determined, for 
example what amounts to ‘other property’ and 
whether this could be met by Lord Bridge’s 
hypothesis that in cases of ‘complex structures’ 
other distinct parts could be treated as ‘separate 



property’ from the part that had given rise to 
the danger. Are the costs of averting danger 
now recoverable as damages? Lord Bridge’s 
and Lord Oliver’s speeches do not seem consis- 
tent on this vital issue. Hence, although the 
general thrust of policy is now clear, its appli- 
cation is uncertain. 

The industry and its chents might benefit if 
these and other uncertainties were resolved and 
embodied in statute together with the amending 
legislation recommended by the Study Team. 
There are two countervailing arguments. 
Firstly, the boundary problems would be com- 
plex. Secondly, current initiatives related to 
European Community (EC) harmonisation may 
result in Community-wide reforms leading to 
legislation by Member States. At that time, 
there would be the opportunity to consider the 
merits of incorporating aspects of tort law in the 
framework provided by the EC legislation. 

5.6 Control of Uncertainty 

5.6.1 The Responsibilities of Professionals 
Two concerns were put to the Study Team — 
the undue expectations of the public and the 
courts and the possibility of limiting liabilities 
by the terms of engagement. Many chents 
appear to expect that standards in construction 
work should be comparable with those that can 
be achieved in manufacturing industries. On 
occasions, the courts have been perceived by 
the professions as acting as though the issue was 
not what was reasonable in any particular 
situation but, rather, whether some argument 
could be found by which an act or omission 
could be considered negligent. The conse- 
quence of raising standards in any particular 
case, perhaps in order to avoid hardship for the 
plaintiff, is that these standards form a pre- 
cedent for later cases or at least raise expecta- 
tions. The benefits of raised standards are likely 
to be enjoyed by all subsequent plaintiffs, 
regardless of whether they would suffer 
hardship. 

Professionals are, of course, able to define and 
restrict their liabilities explicitly. While con- 
tracts for construction involve detailed drafting 
to ensure proper performance, terms of 
engagement for professionals are usually brief 
and expressed in general terms. Payment is 
usually related to the capital cost of the project, 
a fixed fee, an hourly rate or some similar 
arrangement, none of which requires great 
sophistication. The brief is also expressed in 
terms of the project or other intended purpose, 
often with little or no reference to the way in 
which the commission will be fulfilled. 
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It has always been open to the professions, 
subject to the Unfair Contract Terms Act 1977, 
to incorporate exclusion clauses in conditions of 
engagement, for example for the coordination 
of other consultants or for supervision, but this 
approach has never been seriously adopted by 
any of the leading professional bodies. Apart 
from difficulties of drafting and adverse com- 
mercial effects, there is now the additional 
statutory hurdle of whether a clause is fair and 
reasonable having regard to the circumstances 
which were or ought reasonably to have been 
known to or in the contemplation of the parties 
when the contract was made. 

The intention of the Unfair Contract Terms Act 
is made plain in a passage from a letter from the 
Office of Fair Trading (Annex B, Appendix 
B2). A statutory register of standard exclusions, 
approved by the relevant professional institu- 
tions, was commended by one institution. 
Clearly this would not circumvent the Act, 
although it might help to establish norms of 
accepted practice. 

S.6.2 Limitation of Actions 
The law of limitation of actions relating to 
latent defects is of particular importance to the 
construction industry. Defects may not be 
discoverable for some years after practical 
completion and professionals’ liability may 
greatly exceed any available assets. PI insur- 
ance is vital as long as a claim may be brought, 
which extends to the period after retirement of 
any sole practitioner or partner. It is therefore 
particularly unfortunate that recent develop- 
ments in the law have left the position so 
uncertain that the potentially liable rarely know 
with confidence when they can release their 
insurance or destroy their records. 

Tlie relevant features of the law of limitation of 
actions in English law may be summarised as 
follows: 

— a claim in contract must be brought 
within 6 years (12 if the contract is under 
seal) of the breach; 

— a claim in tort for negligence must be 
brought within 6 years of the cause of 
action arising, this being the occurrence 
of relevant damage, whether or not this 
is discoverable; 

— a claim may also be brought in tort for 
neghgence within 3 years of the damage 
first becoming reasonably discoverable; 

— no claim for tortious negligence may be 
brought after the expiry of 15 years from 
the negligent act; 



— no limitation applies where the relevant 
act has been deliberately concealed and; 

— limitation periods do not protect a 
defendant from liability in contribution 
proceedings brought by other 
defendants. 

The particular difficulties which arise in regard 
to determining whether a claim is statute barred 
are first to determine what is material damage, 
secondly to decide when the plaintiff could have 
been aware of it and thirdly what was the last 
act of negligence. The third matter is of 
particular difficulty in view of the possibility of 
duties extending after completion of the works. 
An added complication is that the professional 
may be joined in the proceedings for contri- 
bution by another party who is or may be liable. 
In such a case, the contribution claim can be 
brought up to two years after the date on which 
the other party is held hable, which may further 
extend the effective period of liability. 

The English law of limitation of actions does 
not apply in Scotland, where the Prescription 
and Limitation (Scotland) Act 1973 applies. 
The provisions of the Act of 1973 differ from 
the equivalent Enghsh provisions. In so far as 
latent damage is concerned, the Act of 1973 
provided for the discoverability concept, 
whereby, in a case where damage is initially 
latent, the starting point for the prescriptive 
period becomes the point at which the pursuer 
first becomes aware, or could with reasonable 
diligence have become so aware, that the loss, 
injury or damage caused by an act, neglect or 
default has occurred. At the time of preparing 
this Report, the Study Team is aware that the 
Scottish Law Commission is reviewing the law 
of prescription and limitation with regard to 
latent damage, and understands that the Com- 
mission is likely to issue a Report later in 1989 
containing recommendations for reform. 

Almost all the respondents to the review, 
including the British Property Federation, 
agreed that ten years after practical completion 
or the date of effective occupation in the 
absence of a certificate of practical completion, 
staged if necessary, is an acceptable com- 
promise. Ten years is sufficient for the great 
majority of defects attributable to a fault to 
emerge; it is the maximum period for which 
material damage insurance is likely to be 
available; it is the period used in France, where 
such insurance is available; and it is the period 
of cut-off which now applies to manufactured 
and similar articles under the Consumer Protec- 
tion Act 1987. It is also the period proposed for 
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the project-linked material damage policies The Prescription and Limitation (Scotland) Act 
referred to in Section 4. 1973 could be similarly amended. 



In the Study Team’s opinion, there appear to be 
both operational and legal arguments for having 
the same limitation periods for actions in tort 
and contract. In this respect, the Scottish Law 
Commission, in its recent report on 
‘Requirements for Writing’ in Scotland, has 
recommended that the equivalent provision in 
the Prescription and Limitation (Scotland) Act 
1973 should be repealed. In England, this could 
be achieved for negligent actions by amending 
the Limitation Act 1980 (as amended by the 
Latent Damage Act 1986) in one of two ways. 

Firstly, the 15 years’ longstop could be reduced 
to ten years. Nevertheless, the inevitable 
uncertainties of determining either the date of 
the occurence of relevant damage or the date of 
the damage first becoming reasonably dis- 
coverable would remain. 

Although the burden of retaining papers for, 
perhaps, 20 years after completion would be 
reduced, there would still be need to retain 
them long after the ten years limitation period. 
Moreover, the major uncertainties of determin- 
ing dates of accrual of action would continue to 
generate hard fought litigation and, on current 
experience, appeals. Finally, the ten year limita- 
tion period of the Consumer Protection Act 
1987 provides an absolute longstop, one which 
extinguishes the right rather than merely bar- 
ring the remedy. This follows the approach 
adopted by the EC. 

The second possibility is to amend the Limita- 
tion Act to provide a common absolute limita- 
tion period for negligent actions of 10 years 
from completion, the deemed date of accrual of 
the cause of action for actions in tort and 
actions in contract. This would have the follow- 
ing consequences: 

— there would be no need to determine 
either the date of the occurence of the 
relevant damage, or of that damage 
being reasonably discoverable. Two cur- 
rent major sources of uncertainty would 
be removed; 

— the problems arising from the practical 
effect of the tests relating to the knowl- 
edge which a plaintiff should have in 
order to bring an action in tort would no 
longer apply. This would resolve the 
concern of the Institution of Civil Engi- 
neers about the consequences of the 
definitions in Section 14A of the Latent 
Damage Act 1986. 



The second alternative would lead to much 
greater certainty than the first; it would relieve 
consultants and their clients of the considerable 
task of retaining papers for, perhaps, two 
decades after completion, and would be consis- 
tent with other legislation emanating from EC 
harmonisation. It is preferred. 

The Institution of Civil Engineers is concerned 
about the consequences of the definition of 
concealment employed in Section 32 of the 
Latent Damage Act 1986. This provides for the 
postponement of a limitation period where 
there has been a deliberate concealment of 
relevant facts by the defendant. While there is 
no objection to this in principle, the definition 
adopted in the Act could yield unintended 
results when applied to construction, which 
inevitably entails successive operations conceal- 
ing preceding work. The Study Team concurs. 

A better form of words is the form of words 
used in the Limitation Act 1939, ‘fraudulent 
concealment’. 

5.6.3 Joint Liability 

The law of liability for damages where others 
are partly liable in respect of the same damage, 
when viewed from the position of a construction 
professional, is seen as creating great unfairness 
amounting to injustice. Reports of judgments 
given by the courts in which a plaintiff is 
successful against more than one defendant 
often gives the layman the impression that the 
judge has held, say, one defendant 25 per cent 
liable to the plaintiff and the other defendant 75 
per cent liable to the plaintiff. This is not so. 
The plaintiff is entitled to recover 100 per cent 
from any defendant. The apportionment 
reported is as between the defendants and, if 
any one of them is unable to pay, those who can 
must bear the loss. 

The problems of joint liability are not unique to 
the construction industry but they do take a 
particularly acute form. In the construction 
industry, the parties tend to assume concurrent 
liabilities where there are several professionals 
whose work may interact and who may also be 
concerned with the performance of contractors 
and sub-contractors. As the use of management 
contracting or project management increases, 
there will be even more potential concurrent 
liabilities. Professionals would be much more 
ready to accept liability for errors if that liability 
were limited to a fair proportion of the loss, 
having regard to the relative degree of blame. 
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All the professional institutions and asso- 
ciations argue that this is how the law ought to 
work. 

The disadvantages of the present arrangements 
are that they; 

— positively encourage the pursuit of 
insurers’ ‘deep pockets’ by joining 
several consultants in actions; 

— greatly increase consultants’ exposure to 
being Joined in actions for which they 
have no real culpability; 

— lead consultants and their insurers to 
pay more than their fair share of nego- 
tiated settlements; and 

— lead occasionally to an unfair appor- 
tionment of damages and costs in rela- 
tion to the adjudged fault. 

Consultants’ experience is illustrated by the 
following quotation from comments appended 
to a completed questionnaire: 

“The heaviest claims which have been faced 
by this practice to date, including claims 
currently made and two overseas claims 
affecting associated practices, are claims 
where we pick up a much greater liabihty 
than would otherwise be the case if all the 
participants in the original project were 
parties to the action. Our experience is that 
this distortion is very common, particularly in 
the case of those specialist sub-contractors 
who carry out a large, costly and complex 
element of the works, for example cladding 
and curtain walling. Whatever direct warran- 
ties may be obtained from a sub-contractor 
to the client, these are never backed by 
insurance and this leaves the consultant 
exposed in the inevitable liquidation of the 
sub-contractor. This distortion applies 
equally in claims for negligent supervision 
where the sub-contractor who carried out the 
work is no longer in existence”. 

A number of the relevant case studies made 
available to the Study Team are at Annex B, 
Appendix B4. These amply demonstrate the 
effect of joint liability which makes consultants 
and sometimes contractors pay for the faults of 
others over whom they had no effective control. 
This is manifestly unfair where there are con- 
current habilities and no collusion, as is 
normally the case for construction projects. 

The situation could be remedied by removing 
construction professionals from 100 per cent 
liability to the plaintiff where there is only 



partial fault for the damage suffered. It might 
be objected that a plaintiff is also an innocent 
victim and ought not to have to face the 
consequences if one or more defendants are 
unavailable to meet their share of damages and 
costs. However, unlike defendants, clients can 
verify that all parties have sufficient financial 
backing whether by way of assets, bonding, 
insurance or parent company guarantees. Cli- 
ents are well able to manage these risks and 
should, therefore, accept liability. An exception 
might be made for claims of less than, say, 
£50,000 made by domestic clients who will not 
have the experience or the resources needed to 
manage their risks. 

5.6.4 Legal Aid 

The RICS’s submission asserted that plaintiffs 
assisted by Legal Aid put defendants at a great 
disadvantage because, for the plaintiff, the 
pursuit of htigation is relatively costless, 
whereas a successful defendant can seldom 
recover costs. Interviews confirmed that 
building surveyors share these opinions and, 
when faced with a legally aided claim, often 
promptly negotiate the best available 
settlement in order not to incur irrecoverable 
costs. This tactic, however, merely confirms the 
Legal Aid authorities’ wisdom in supporting a 
plaintiff and provides no evidence to support 
the RICS’s contention. 

The response of the Lord Chancellor’s Depart- 
ment to the RICS’ s proposals is at Annex B, 
Appendix B3. This explains that the courts may 
require an assisted person to pay his or her 
opponent’s costs, although an assisted person’s 
liability for costs shall not exceed the amount 
which is reasonable in his or her circumstances. 
Where severe financial hardship would be 
suffered, a successful unassisted party may 
obtain an order for his or her costs to be paid 
out of the Legal Aid fund if an assisted party 
had instituted the proceedings. Action is also in 
hand to provide further safeguards against 
injustice arising from Legal Aid. 

5.7 The Study Team’s Assessment 
The Study Team concluded that construction 
law is complex and highly uncertain. Claimants 
and professionals would both gain were it less 
complex and reasonably certain. 

The Study Team accepted the arguments for, 
and potential benefits of, radical reform. It is 
not recommended for the following reasons: 

— it would not be possible to justify 
legislation to hmit professional liability 
for construction industry professionals 
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without also considering the case for 
other professionals; 

— introducing mandatory PI insurance and 
material damage insurance would make 
heavy demands on insurance capacity; 

— strict liability could not be imposed 
except as part of a radical reform of the 
liabilities of all producers; and 

— the other recommendations of the Study 
Team should be given time to be effect- 
ive and the consequences of European 
harmonisation, if any, should be 
digested before wide-ranging reform is 
attempted. 

The Team also concluded that: 

— on the assumption that judge-made law 
is now more settled than in the past two 
decades, a construction law bill is not 
now justified. The need should be 
reviewed after the recommendations of 
the Study Team have taken effect and 
the outcome of EC harmonisation is 
known; 

— although the case argued by the RICS 
for reducing the likelihood that dis- 
claimers may be struck out deserves a 
sympathetic hearing, no action is 
necessary; 

— , the arguments are accepted for a com- 
mon liability period which would 
extinguish the right of action ten years 
from the date of completion or effective 
occupation, staged if necessary, for 
actions in contract and in tort arising 
from negligence; 

— there is a strong case for amending the 
definition of ‘deliberate concealment’ in 
the Limitation Act 1980 as amended by 
the Latent Damage Act 1986; 

— there is a pressing need to ensure that 
defendants in actions arising from con- 
struction projects are liable for no more 
than their proper and equitable share of 
responsibility; and 
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— although the RICS has argued for 
reform of Legal Aid so that costs can be 
recovered by a successful defendant, no 
recommendation should be made other 
than that the Legal Aid authorities 
should accept the form of short arbit- 
ration described in Section 6. The Lord 
Chancellor’s Department is already 
increasing the safeguards, although not 
to the extent requested by the RICS. 
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SECTION 6 

Routes to Redress; Claims and Litigation 



6.1 Foreword 

A client’s route to redress via a claim is one 
aspect of a commercial relationship which 
sometimes leads to litigation. The following 
discussion of claims derives from the ques- 
tionnaire survey (Annex E) and the interview 
survey, whilst that of litigation derives both 
from the questionnaire survey and from an ad 
hoc analysis of the records of the Official 
Referees Court which examined samples of 
cases closed in 1982 and 1987 (Annex H), 

Claims arise for many reasons other than an 
alleged fault. A long-standing association 
between client and consultant is unlikely to lead 
to claims launched simply to establish a nego- 
tiating position. An in-and-out developer is 
more likely to launch claims, since the working 
relationship will die with completion of the 
project. A public authority may litigate to avoid 
audit censure or to show that every reasonable 
step has been taken to recover damages and 
thus obtain funding for repairs, A claim may be 
triggered by the conflicts that arise in every 
project or in response to a consultant’s claim for 
additional fees for abortive design. Other more 
significant causes are: 

— an actual failure of a professional ser- 
vice, for example errors in structural 
surveys or design, significantly under- 
estimated costs, negligent supervision of 
construction, misleading technical 
reports and so on; 

— a contractor’s claims for delay; 

— poor control of project costs; 

— economic losses arising from late com- 
pletion; 

— dissatisfaction with the quality or per- 
formance of a completed project; 

— latent defects; 

— a shortfall in expected profits leading to 
an attempt to recoup losses by raiding 
insurers’ ‘deep pockets’. 

A claim is often no more than a stage in 
every-day negotiations. Many claims are not 
pursued and many are settled relatively quickly, 
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often for comparatively trivial sums. Some 
claims are preemptive, designed to circumvent 
a limitation period. Such claims are bad practice 
and are reprehensible when they lead to a 
consultant being removed from lists of 
approved practices. A minority of claims, per- 
haps 20 per cent, result in the service of a writ, 
which is the first stage of litigation. 

6.2 The Incidence of Claims and Litigation 

PI insurance policy conditions require insurers 
to be notified of circumstances that may lead to 
a claim. There is no universally accepted 
definition of a claims circumstance. Changed 
definitions imposed by insurers can generate an 
apparent surge in notifications. Failure to 
report a circumstance may void a policy; over 
zealous reporting can give the wrong impression 
to a potential insurer. Practice varies widely. 
Smaller consultants appear to report all 
potential circumstances; a major consultant 
with a long association with a broker or insurer 
may have more discretion. Table 6.1 shows the 
trend of claims circumstances notified to 
brokers and insurers. 

Table 6.1 The Trend of Claims Circumstances 

Notifications per 100 policies 





per year 
1982 


1984 


1986 


1988 


Architects 


50 


— 


70 


65 


Buildings Surveyors 


31 


42 


42 


46 


Civil Engineers 


68 


86 


71 


121 * 


Services Engineers 


60 


76 


63 


98 * 


Structural Engineers 


63 


76 


69 


92 * 


Quantity Surveyors 


8 


10 


9 


9 



Sources: various brokers and insurers. 

"These significant increases were said to be the outcome of 
changed rules. 



About 75 per cent of respondents to the clients’ 
questionnaire reported that the incidence of 
claims experienced had either no or only a slight 
effect on the way professional services are 
procured. Private sector clients, with significant 
annual construction programmes, had experi- 
enced very little litigation with their consul- 
tants. About one half had never issued a writ; 
none had issued more than one writ. The 
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consultants’ responses were consistent. About 
one third asserted that they had never reported 
a claims circumstance. The consultants inter- 
viewed confirmed this experience. Depending 
on the discipline, the number of claims circum- 
stances varied from roughly one for very few 
professional man years for building surveyors to 
one per 10 to 50 man years for the design 
professions, with the larger consultancies repor- 
ting higher ratios. Quantity surveying practices 
reported few claims circumstances. 



number of writs to remain constant, there could 
be about 400 ‘professional’ cases in 1995 com- 
pared with 280 in 1987 and 155 in 1982. Another 
indicator is the proportion of settled cases 
decided by a court award. This rose from five 
per cent in 1982 to 15 per cent in 1987. On 
inspection, cases launched by private clients 
accounted for the bulk of the increase. Also, 
the proportion of local authorities and housing 
associations involved is higher than their share 
of the workload. 



A survey of the records of the Official Referees 
Courts (Annex H) examined samples of cases 
closed in 1982 and 1987. One set of files exists 
for each writ registered with the court, racked 
in date order of closure— that is, when a case is 
withdrawn, dismissed, settled by negotiation 
(recorded as a consent order) or is the subject of 
a court award. Of the 798 writs registered in 
1982, 155 (20 per cent) are estimated to have 
involved professionals; the corresponding 
figures for 1987 are 1,114 writs of which 280 
(27.5 per cent) are estimated to have involved 
professionals. The risk of a project leading to a 
writ is small. Assuming cases are being closed at 
the same rate as writs are registered, the 1987 
data indicate that roughly one in 170 building 
projects and roughly one in 250 civil engi- 
neering projects resulted in a writ (a project 
being defined, for statistical reasons, as one for 
which the tender exceeded £25,000 at 1978 
prices). 

6.3 Is Litigation Increasing? 

Table 6.1 is difficult to interpret. Almost 
certainly there was a significant increase in 
claims circumstances in the late 1970s and early 
1980s. Since then, the volume of claims has 
been variable but not obviously increasing, if 
account is taken of the new criteria for repor- 
ting claims circumstances to some insurers. The 
Official Referees Court data suggest that writs 
against professionals are increasing and a 
greater proportion may be decided by a court 
award. 

Cases closed in 1982 were estimated to have 
been registered in January 1979 and those 
closed in 1987 to have been registered in 
December 1984. On this basis, the number of 
writs involving professionals increased by 11 per 
cent per annum, a rate of increase which would 
double in about seven years the number of writs 
registered. More recently, the number of writs 
registered with the Official Referees Court has 
averaged about 1,100 annually. However, dur- 
ing the years 1982 to 1987, the percentage of 
‘professional’ cases in the sample increased 
from 20 to 27.5 per cent. Were this increase of 
1.5 per cent per year to be maintained and the 



The trend is not dramatic but the indicators all 
point in the same direction; the number of 
‘professional’ writs will continue to increase. 
This was also the expectation of a meeting of 
very experienced construction law sohcitors. 
They agreed that the mosaic of much amended 
conditions of engagement and contracts, duty of 
care letters, collateral warranties and guaran- 
tees would pave the way to burgeoning htiga- 
tion in the 1990s. 

6.4 Litigation: The Process 

The nature of litigation in the construction 
industry is made plain by the following quota- 
tion from the questionnaire survey: 

“Once proceedings are issued, the system 
fuels the dispute. Allegations of neghgence 
are drawn up very widely and will typically 
include peripheral allegations which never- 
theless have to be considered, reported on 
and defended as fully as the central allega- 
tions. Perhaps a greater readiness to award 
costs against the plaintiff for allegations not 
made out might reduce this tendency. 

The amount of the claim is put at the highest 
possible, which thwarts the possibihty of an 
early settlement. Any remedial scheme pro- 
posed by those advising the plaintiff will 
inevitably be a belt and braces one, so it is 
unusual for this to be agreed between the 
parties and arguments about the excessive or 
unreasonable remedial scheme will absorb an 
enormous amount of money and time, 
although such arguments are unlikely to 
make much headway before the court. 

Unfortunately, the experts for either party 
usually adopt positions and the plaintiff’s 
experts do not tend to reflect generally 
prevailing standards at the time the project 
was designed and constructed. In our e^eri- 
ence, independent experts are not sufficiently 
independent and are excessively restricted by 
those instructing them for the potential bene- 
fits from without prejudice meetings to 
materiahse. 

All these factors obstruct the possibility of a 
fair and speedy resolution once proceedings 
are issued. The professional believes with 
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some justification, whatever lip service is paid 
to the standard of reasonable skill and care, 
that, if there is a problem, the court will tend 
to attribute liability to someone. The cost, 
and in particular the cost of senior people 
involved in properly preparing a case for 
trial, is an overwhelming incentive to settle. 
Plaintiffs and those advising them rely on this 
and so the process goes on”. 

Interviews with clients and consultants con- 
firmed the belief that negotiated settlements 
become much more difficult once writs have 
been served. Plaintiffs sometimes appoint 
solicitors with insufficient experience in con- 
struction litigation, which is now a recognised 
specialism. Solicitors, pursuing what they con- 
sider the best interests of their clients, will resist 
a negotiated settlement as long as outright 
victory is a reasonable possibility. Moreover, 
one consequence of an adversarial procedure is 
that everything is thrown into the pot. Inflated 
claims lead to inflated expectations and more 
detailed investigations, and make a negotiated 
settlement less likely. Some public authorities 
lack the strength of management to pull 
together the differing views of their client, 
policy, technical and finance departments, and 
to make difficult decisions which may be open 
to censure. In one case, it was reported that 
“litigation is bumbling along because nobody is 
able and willing to halt the process”. Some 
plaintiffs and some defendants are determined 
to pursue litigation to the bitter end. 

In complex cases, that which has to be done is 
inevitably time-consuming. Experts’ investiga- 
tions may be extensive and discovery is a major 
task. Often, it is in the interest of one or more 
of the parties to delay. The courts will normally 
intervene only when asked to act. Therefore, 
within practical limits, the time taken to con- 
clude a case lies with the litigants. As each 
milestone is passed, costs mount rapidly; for 
example, a multi-party hearing can easily cost 
between £10,000 and £15,000 a day. Providing 
all the parties are sensitive to mounting costs 
and are capable of making unpalatable deci- 
sions, the advantage of reaching a negotiated 
settlement increases as each milestone is 
approached. Moreover, the courts will provide 
adjournments if there is any prospect of a 
negotiated settlement. Despite these apparent 
advantages, negotiated settlements are often 
achieved no more quickly than are court 
awards. 

It has recently been suggested that County 
Court jurisdiction should be increased. The 
Study Team would welcome this as providing an 
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avenue to redress which should keep down costs 
and reduce delay in the settlement of small 
claims. 

Table 6.2 illustrates that the various changes in 
the court’s rules have led to a shortening of the 
average elapsed time from registration of a writ 
to a negotiated settlement or award, which is 
less affected by the value of the settlement or 
award than was expected. There is, roughly, a 
25 per cent shortening of the average elapsed 
time between 1982 and 1987. 



Table 6.2 Elapsed time from registration of writ to 
negotiated settlement or award 



Duration of cases by size of awards or settlements 



Settlement 


1982 




1987 




Award 


No of 


Average 


No of 


Average 


£k 


awards 


duration 


awards 


duration 






(months) 




(months) 


0< 5 


7 


29.6 


7 


30.7 


5< 10 


7 


33.7 


5 


24.2 


10< 25 


14 


38.6 


18 


37.2 


25< 50 


3 


38.0 


14 


24.6 


50< 100 


12 


42.1 


12 


27.9 


100< 250 


2 


83.0 


6 


34.3 


250< 500 


4 


50.3 


3 


32.7 


500- 


— 


— 


3 


33.7 


Total 


49 


40.7 


68 


30.8 



Source: Annex H. 

(i) The amounts of awards or settlements in 1982 have 
been adjusted to 1987 prices using the all-in building 
tender price index. 

(ii) Duration: date of writ to date of settlement or award. 

No way was found to estimate the total cost of 
litigation. The mere lodging of a claim incurs 
direct and irrecoverable costs to client and 
consultant alike, imposed by the need to 
investigate the alleged problem and decide 
tactics. Costs accrue rapidly once a claim is 
pressed home, as further investigations are 
made, solicitors and insurers consulted and 
settlements sought. Once writs are issued, 
although insurers manage litigation and appoint 
solicitors, counsel and experts, consultants have 
a continuing and heavy involvement in servicing 
cases. Plaintiffs are no better placed. Costs are 
normally merged into negotiated settlements. 
When settled by a court award, damages and 
costs are sometimes stated, but often the delay 
before the taxing master can assess costs may 
result in their not being recorded. Insurers 
record separately only the fees paid to those 
representing the defendant. There is no direct 
way of ascertaining the total costs of plaintiffs 
and of all the defendants. It is certain that they 
often exceed by many times the amount of 
settlement or award and are a powerful induce- 
ment to settle. 
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What is clear is that htigation is a burden and 
distraction for all who become enmeshed in its 
snare. Apart from direct legal costs, which may 
be partially recovered or met by insurance, 
there is the opportunity cost of the time of 
directors, managers, partners and senior pro- 
fessionals. This may be absorbed as an unwel- 
come and unnecessary on-cost by large organi- 
sations. Its effect on small organisations is very 
much greater, and the small professional prac- 
tice is especially vulnerable. 

6.5 Litigation: The Outcome 

On the basis of the survey of the records of the 
Official Referees Court, once litigation com- 
mences 20 to 30 per cent of writs are withdrawn 
or struck out, 60 to 70 per cent are negotiated 
and 5 to 15 per cent are subject to a court 
award. These estimates are very variable, not 
only between years but between disciphnes. 
Figure 6.1 indicates the approximate conversion 
of notified claims circumstances. 

The currently high level of deductibles gives 
consultants greater scope to negotiate ‘commer- 
cially sensible’ settlements with the agreement 
of their insurers. In addition to avoiding htiga- 
tion and all its costs and uncertainty, a quick, 
negotiated settlement maintains chent rela- 
tionships, which may be the overriding con- 
sideration. Settlements prior to litigation prob- 
ably account for the majority of claims by 
domestic clients (principally against building 



Figure 6.1 Conversion of potential claims circumstances 
into litigation 

claims 

circumstances notified to broker 
(100) 



withdrawn settled writ issued 
40* before writ 20* 
issued 
40* 



withdrawn negotiated court 

or settlement award 

dismissed 14 2 

4 

*roughly assessed from interviews. 

surveyors) and of claims where a consultant has 
clearly made a design error. The aggregate of 
these payments is not known; there are no 
available data. Of the 363 cases reported in the 
questionnaire survey, almost 50 per cent were 
settled in this way, with payments averaging 
£58,000. 

Architects, surveyors and engineers have very 
different experience of htigation. Table 6.3 
summarises the outcome of cases inspected in 
the survey of the Official Referees Court’s 
records. 

It is clear from the above analysis that htigation 
is not without risk to plaintiffs. They lost 21 per 



Table 6.3 Analysis of settlements and awards (including costs) by defendant profession 





Year 


Cases 


Withdrawn 

or 

Dismissed 
% of (2) 

(3) 


Settle- 
ment or 
award 
% of all 
awards 
(4) 


Settlement or Awards 






(I) 


% 

of all 
cases 
(2) 


Minimum 

£k 

(3) 


Median 

£k 

(6) 


Maximum 

£k 

(7) 


Architects 


82 


50 


29 


48 


1 


31 


291 




87 


49 


32 


40 


2 


25 


522 


Surveyors 


82 


15 


10 


4 


2 


9 


46 




87 


23 


24 


9 


3 


20 


115 


Engineers 


82 


22 


7 


28 


4 


24 


305 




87 


18 


35 


39 


1 


59 


725 


Not Specified 


82 


13 


22 


20 


3 


16 


280 




87 


10 


36 


12 


10 


50 


350 


All 


82 


68* 


21 




1' ■ 


13 


305 




87 


110* 


31 




1 


26 


725 



Source: Official Referees Court cases sampled (Annex H). 
(i) Settlements and awards include costs where known. 

* Actual numbers rather than percentages. 
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cent and 31 per cent of the cases terminating in 
1982 and 1987 respectively. Successful claims 
often recover far less than the sum claimed, 
although this sum may have been inflated 
during litigation. Figure 6.2 indicates that the 
final settlement averages 55 per cent of the 
amount claimed, excluding the 25 per cent of 
cases for the two survey years which are, on 
average, withdrawn or dismissed. 

The exposure of the defendants to litigation was 
not uniform: 

— architects accounted for about half the 
defendants and half the payments in 
both years (albeit with roughly a 60 per 
cent increase in the number of cases); 

— surveyors were involved in nearly one 
quarter of the cases in 1987— a signifi- 
cant increase— but only accounted for 9 
per cent of the payments; 

— although the percentage of engineers’ 
cases fell from 22 to 18 per cent (of 
which 35 per cent involved no 
payment), their share of payments rose 
from 28 per cent to 39 per cent in 1987. 

Naturally, these differences are reflected in the 
settlement of claims in the various professions, 
with median payments of £25,000, £20,000 and 
£59,000 in 1987 for architects, surveyors and 
engineers respectively. Some cases were settled 
for comparatively trivial sums which could not 
have justified the cost and inconvenience of 
litigation. Conversely, the cost to insurers is 
dominated by the relatively few large awards 
(Table 6.4). 

Table 6.4 Cumulative distribution of avi^ards and 
settlements 



% % Total awards and settlements 

Cases 

in order architects surveyors engineers all 
of and 

decreas- designers 



mg 

value 


1982 


1987 


1982 


1987 


1982 


1987 


1982 1987 


top 10 


45 


52 


38 


32 


58 


42 


52 


47 


top 20 


61 


71 


54 


51 


68 


74 


68 


73 


top 50 


92 


91 


84 


81 


92 


92 


93 


92 


top 80 


99 


98 


96 


97 


98 


99 


99 


99 



(i) The percentage of claim recovered is not related to 
the value of a claim (Figs 7.1 and 7,2; Annex G). 

(ii) These percentages do not align with these of Table 
7.8G which reports the response to “the sum recovered”. 

6.6 Alternative Disputes Resolution 

In the United States, there is no technical court 
such as the Official Referees Court, with judges 
experienced in deciding construction law cases 
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and with procedures designed to expedite them. 
Possibly because of this, there are long delays 
before construction law cases come to trial. 
Consequently, methods of alternative disputes 
resolution have leapt into prominence as liti- 
gants have sought ways to settle their differen- 
ces. At least one UK consultant has been 
offering these services for some years and one 
of the USA consultants active in this area has 
established a UK office. No doubt the supply 
would quickly expand to meet demand; all the 
skills exist. 

Methods of alternative disputes resolution are 
of two types. The first group, which includes 
mediation and conciliation, facilitates a nego- 
tiated settlement by paving the way for the 
litigants to follow, sometimes with the mediator 
pointing to possible settlements. The second 
group includes arbitration, which, with its 
statutory basis in this country, is enforceable, 
and no-prejudice trials which can make an 
award which is not enforceable. 

Except for arbitration decided on the basis of 
written submissions, the Association of Con- 
struction Law Arbitrators felt that arbitration 
did not have a major role in deciding multi- 
party professional indemnity cases. Given the 
existence of an effective technical court, it is 
unlikely that no-prejudice trials will make a 
significant contribution in this country. Unless 
the time to achieve a court award lengthens and 
costs rapidly increase, the authority of a court 
award will be preferred. 

All methods of alternative disputes resolution 
have one feature in common. They depend 
critically upon the willingness of the parties to 
negotiate. This is less likely in multi-party 
actions, especially if there is the prospect of 
additional parties being joined. What role might 
these techniques play? In most circumstances, 
the solicitors representing the parties ought to 
be able to seek acceptable settlements. Indeed, 
this is one of their functions. However, the 
evident independence of conciliators fresh to 
the scene may be more likely to achieve a 
negotiated settlement. Conciliation clearly has 
a role which is yet to be fully exploited. 

About one half of the Official Referees Court 
cases closed in 1982 and 40 per cent of those 
closed in 1987 were settled for less than 
£25,000. As the survey demonstrates, nego- 
tiated settlements are often no quicker than 
court awards and must be almost as costly. 
Therefore, there would be advantage in requir- 
ing disputes to be referred to ‘papers-only’ 
arbitration before a writ is issued and when the 
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Fig. 6.2 Settlement 
Percentage of writ claim value 



Settlement percentage of writ 




sum claimed is less than, say, £50,000^^\ Such 
claims cannot possibly justify the time and cost 
of litigation. 

Were this procedure operated across the pro- 
fessions and made part of revised conditions of 
engagement, a large proportion of claims cur- 
rently leading to a writ could be settled. The 
RICS’s limited experience is that reference to 
‘papers-only’ arbitration is relatively cheap. 
Such a system would be of material assistance to 
occasional and domestic clients who do not 
have the funds or skills to launch litigation and 
may be deterred from so doing by the prospects 
of court proceedings. Also, were this procedure 
acceptable to the Legal Aid authorities, it 
would reduce the cost of actions to them and to 
defendants. 

6.7 The Study Team’s Assessment 
The Team concluded that: 

— htigation is likely to continue to 
increase; 

— currently, clients and consultants are 
very apprehensive of the likelihood and 
consequences of htigation, although it is 
not yet at epidemic proportions; 

— there is a continuing undercurrent of 
threatened claims which do not mater- 
ialise. All demand an input from chents 
and consultants and, often, some 



payment by the consultants to head off 
htigation and to preserve good rela- 
tionships; 

— experienced chents arrange their affairs 
so that htigation plays little part in their 
relationships with consultants. It is held 
in reserve for a catastrophic failure of 
service; 

— other chents, who may have had less 
experience of handhng their relations 
with the industry and have less power in 
the market place, launch claims, a high 
proportion of which are not pursued or 
are settled quickly; 

— for many consultants, a claims circum- 
stance is an unusual event and the 
service of a writ a very unusual event; 

— involvement in major htigation is rare 
but is a very serious problem when it 
occurs. Apart from direct legal costs 
which may be recovered, there is a high 
opportunity cost of directors’ and part- 
ners’ time. This is especiaUy important 
to small firms; 

— consultants’ apprehensions are 
aggravated by the fear of being joined in 
actions for alleged failures for which 
they had httle or no responsibihty; 
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— conciliation has a proper role which 
merits more attention in order to 
achieve quicker and cheaper 
settlements; 

— an effective small claims procedure is 
needed for claims of less than, say, 
£50,000 arising from construction pro- 
jects, to assist claimants and defendants 
and to relieve the courts of the burden 
of these cases; and 

— the study has not revealed any issue that 
warrants an attempt to alter the 
accepted court procedures in the inter- 
ests of the professions and their clients. 
Indeed, they are fortunate in having a 
court largely devoted to their interests. 
The Official Referees Court now has six 
courts in continuous session with judges 
immensely experienced in dealing with 
construction law and with special rules 
for the better handling of cases. The 
Official Referees Court does not exist, 
however, in Scotland. 
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SECTION 7 



International Comparisons and Trends 



7.1 Foreword 

Attitudes towards professional liability and 
proposals for reform in other countries are of 
particular interest in the hght of the advent of 
the Single European Market. As measures to 
achieve harmonisation in the European Com- 
munity are introduced, it is important to con- 
sider potential models for professional liabihty 
and insurance which may emerge from the 
European debate. 

The Study Team examined the arrangements 
covering professional hability and insurance in 
several countries. As the Atkins report^^) com- 
mented, such comparisons are also of interest 
because of the increasing impact of insurance 
requirements on UK consultants working 
overseas. A report by Peter Madge of Willis 
Wrightson Ltd was therefore commissioned to 
provide an up-to-date survey of current practice 
in eight countries (France, Portugal, West 
Germany, Australia, New Zealand, Denmark, 
Sweden and the USA). The report’s conclu- 
sions were augmented by information from 
other sources, most notably the work of the 
International Working Commission on Post- 
Construction Liabihty (CIB W87)<^^h The 
additional data included coverage of Canada, 
the Netherlands and Belgium. 

This section briefly describes the findings, with 
particular reference to the French system for 
decennial insurance, discusses the problems 
encountered and pressures for reform, and 
touches on the implications of the Single 
European Market for future developments. 

7.2 Summary of Findings 

To assist easy comparison, the information on 
the eight countries in the Madge report is 
summarised in the table at Annex C. Of the 
eleven countries studied, contractual hability is 
defined by statute in France, West Germany, 
Belgium, the Netherlands and part of Canada. 
Contractual terms are not fettered in the 
remaining countries, although, as in Denmark 
and Sweden, they may be regulated by an 
industry-wide convention. Tort habihty is fre- 
quently defined in statute but the practice 
appears to be broadly similar in most countries. 



France has the most comprehensive statutory 
control, deriving from the Napoleonic Code. It 
is the only country which has compulsory 
decennial habihty insurance for architects, engi- 
neers and contractors, arising from the so-called 
Spinetta Law, 1979, amended in 1983. This 
takes the form of strict habihty for damage 
affecting the ‘solidity’ of a building— in effect, 
structure and weather-proofing. PI insurance to 
cover minor works, consequential losses and 
third party claims may be taken out in addition 
by engineers, and is obhgatory for architects. 
To prevent delay in funding repairs, building 
damage insurance (‘dommage ouvrage’) has 
also been made compulsory for property 
developers and hers. The ‘dommage ouvrage’ 
insurers have subrogation rights against the 
decennial insurers, with a concordat to the 
effect that the latter accept the aUocation of 
blame determined by the ‘dommage ouvrage’ 
insurers’ experts for claims up to about £62,000. 

Belgium’s Napoleonic Code is less draconian, 
making designers and builders, possibly includ- 
ing sub-contractors, but not other participants 
strictly hable for ten years for major defects. 
The Quebec Province of Canada and the 
Netherlands also impose strict habihty. Else- 
where the criterion for habihty is ‘duty of care’. 

In all the countries studied, PI insurance is 
voluntary (except for architects in France) but 
may be required, to a greater or lesser degree, 
by the professional institutions. Almost every- 
where, proof of adequate PI insurance will be 
required by chents. Most countries other than 
France have few PI insurers, and these often 
rely heavily on reinsurance. All but France and 
Portugal have pohcies written on a claims-made 
basis. In France, the possibility of moving from 
the present occurrence basis to a claims-made 
basis is being examined. 

Joint habihty of defendants exists as a general 
principle in almost ah countries for which data 
were cohected. FuU habihty where there is only 
partial fault appears to be apphed in its most 
vigorous form in the UK; in the other countries 
studied, practice is confused or apphcation 
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difficult. The USA is a special case with 
different practice from state to state, some 
following UK precedent, others diluting it and 
others limiting damages to the an equitable 
share of blame. In Denmark, the clients’ and 
professionals’ organisations have made a con- 
cordat to the effect that consultants engaged 
under nationally agreed conditions are liable 
only for a just and equitable proportion of the 
damage suffered by the plaintiff, where there is 
more than one defendant. 

Capping of liability occurs only in West Ger- 
many, by agreement between the parties, and in 
the Netherlands, where new arrangements have 
introduced a limitation related to fees, subject 
to lower and upper limits of roughly £45,000 
and £450,000 respectively. The possibility of 
capping professional liability is being con- 
sidered in Denmark. 

The shortest limitation period on hability, three 
years from the date of discovery, is in Portugal. 
In the USA, the period is generally three or 
four years after discovery of damage and 
sometimes with a ten-year long-stop. Else- 
where, liability periods vary from 5-10 years 
after either breach or hand-over, except for 
France where, in exceptional circumstances, 
there is a 30 year liability period. 

7.3 The French System 

The main elements of the French liability 
arrangements have been mentioned above. The 
Atkins report has described the system in some 
detail, concluding that “it is still not clear 
whether the system will be effective and suc- 
cessful; it will be 1991 before the full ten year 
results of the first year’s policies in 1979 become 
available; meanwhile, organisational changes 
are still being made and legal judgements 
affecting the interpretation of the extent of 
guarantees are still pending”. 

The Atkins report believed that the cost of 
insurance in the French system was high -an 
average of three to four per cent of project cost 
for ‘dommage ouvrage’ plus liability insurance. 
Recent indications are that the cost is more in 
the region of one per cent (this relates to 
inspection by a Bureau de Controle). It has 
been suggested that insurance premiums in 
France account for between 9 per cent and 19 
per cent of a professional firm’s annual turn- 
over. The settlement of claims brought under 
‘dommage ouvrage’ insurance has been fairly 
effective. Recent evidence suggests that 85 per 
cent of cases have been settled within the 20 
weeks limit. The remaining 15 per cent have 



taken longer, principally because claimants 
have contested the proposed compensation. 

The relations between ‘dommage ouvrage’ 
insurers and decennial liability insurers are 
regulated by a general convention agreed in 
1983. The ‘dommage ouvrage’ insurer has 
recourse to the decennial liability insurer for 
claims exceeding 7,000 FF (£650). The cause of 
damage and the cost of repairs are assessed by 
an expert appointed by the ‘dommage ouvrage’ 
insurer. Claims less than 670,000 FF (£62,000) 
are automatically reimbursed at a rate of 95 per 
cent. This convention generally avoids recourse 
to litigation and so far only ten cases have been 
the subject of appeals to the Commission de 
Concilliation. The fact that the share of the 
adjudged liability between designer, contractor, 
etc. is settled by an expert restricts the oppor- 
tunities for defendants to defend themselves. 
Also, if a professional is frequently identified as 
liable, the rate of liability insurance for that 
practice will of course increase. 

A particular problem is the definition of which 
products and components are critical to the 
‘solidity’ of the structure and therefore carry 
decennial liability. To be so regarded, com- 
ponents must have an element of design in 
them, for example pre-cast panels but not 
bricks. In the event of damage, they must have 
behaved in such a way as to render a component 
part or service related to the premises unsui- 
table for the purpose for which it was intended. 
The French courts have had some difficulty in 
providing a consistent interpretation of these 
provisions in the Spinetta Law. There is also a 
problem about the liability of sub-contractors 
who are not included amongst the group of 
‘constructeurs’ defined by statute. Their activi- 
ties are regarded as the responsibility of the 
main contractor. In practice, their liabilities are 
not insured. 

There is no doubt that claims resulting from 
damage arising from defects in buildings con- 
structed in the 1960s forced a sharp rise in 
insurance premiums which continued after the 
introduction of the Spinetta Law in 1979. The 
French Government intervened and set up a 
compensation fund mainly to meet claims for 
damages in buildings completed before 1978. 
The fund is administered by a semi-public body, 
the ‘Caisse Controle de R6assurance’, partly 
financed by a surcharge on new policies. Even 
today, despite measures such as the estab- 
lishment of a joint construction-insurance 
agency for the prevention of defects, the 
‘Agence Qualit6 Construction’, and the 
strengthening of independent technical control 
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officers acting on behalf of the client, it has 
been estimated that the compensation fund will 
face a deficit of FF 1,000 million in 1989. 

Nonetheless, in spite of several problems which 
have been identified, the French system 
appears to provide a climate of certainty for 
construction professionals and, for their clients, 
a means of relatively swift redress without 
recourse to litigation or the threat of litigation. 

7.4 Problems and Pressures for Reform 

The Study Team’s enquiries have revealed an 
uneven pattern of dissatisfaction in the coun- 
tries examined. In some countries, such as 
Canada, moves are being made to make profes- 
sional liability more onerous, whilst in others, 
such as the Netherlands, it is being relaxed. 

The uncertainty of the liability of sub- 
contractors in both Belgium and France has 
already been mentioned. In France, the 
amended Spinetta arrangements are unlikely to 
be revised again in the near future, although 
there is a general recognition of the anomalous 
position of sub-contractors and of the need to 
define better the circumstances in which 
building components carry decennial hability. 

In Canada, a powerful consumer lobby has 
secured extensive legislation which is being 
implemented in stages, introducing criminal 
and civil liability and more stringent quality 
regulation. All these changes are designed to 
benefit the customer or client. 



ket to Community-wide competition are 
included in the European Community’s pro- 
gramme to implement the Single European 
Market. Not all of these measures will have a 
direct effect on habihty and insurance 
arrangements in the Member States but, taken 
together, they will make it all the more desi- 
rable for problems that do exist to be addressed 
on a pan-European basis. 

The various measures include legislation on the 
harmonisation of insurance, mutual recognition 
of professional quahfications, common stand- 
ards for construction products, opening up 
public procurement and harmonising product 
liability requirements. The possibihty of taking 
steps to harmonise hability and contractual 
arrangements in the European construction 
industry is also being examined. These ini- 
tiatives are described more fully at Annex C. 

7.6 The Study Team’s Assessment 
The Team concluded that: 

— the international comparisons outlined 
above indicate the relative rigour of the 
hability imposed on professionals under 
Enghsh Law. It is not that the individual 
elements of the Enghsh system are in 
every case the most rigorous but that 
the components— fault as currently 
adjudged by the courts, unlimited 
habihty, limitation periods, joint 
hability and contribution— are severe in 
their combined effect; 



In the USA, considerable pressure is being 
exerted by professionals, including construction 
industry professionals, for legislative changes to 
hmit the amount of habihty in relation to fees 
and to extend to more States the abolition of 
joint and several habihty. There is also an 
increasing emphasis in the USA on alternative 
disputes resolution schemes rather than binding 
arbitration or htigation. Some of the institutions 
are pressing for the acceptance of contractual 
indemnification and exculpation as a means of 
removing the habihty of professionals; this is 
unlikely to be realised. In New Zealand and 
Australia, the professionals’ case is based on 
concern for greater certainty and consistency. 
Recommendations include the reduction of 
limitation periods, the financial capping of 
hability and reform of the law on ‘several 
concurrent tort-feasors’ (that is, joint habihty). 
There is widespread recognition of the need for 
more effective risk management. 

7.5 The Single European Market 

A wide range of measures which will contribute 
to opening up the European construction mar- 



— the practical arrangements in Denmark 
for restricting the liabihties of consul- 
tants to a just and equitable proportion 
of the damage are a useful model which 
should be given careful consideration; 

— it is significant that the range of current 
concerns in this country about 
uncertainty and inequity follows, 
broadly speaking, a similar pattern in 
other countries, in particular Australia 
and New Zealand, with legal systems 
based on the Enghsh model; 

— the European Commission may pursue 
possibilities for harmonising habihty, 
insurance and indemnity arrangements 
in the Community. The difficulties of 
making progress, not least because of 
differences between the countries with a 
common law tradition and those with 
legal systems based on the Napoleonic 
code, should not be under-estimated. It 
is likely, however, that the French 
system of statutory decennial habihty 
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insurance and ‘dommage ouvrage’ 
insurance will play a major part in the 
Commission’s thinking; and 

— all the participants in the construction 
process and the Government should 
give careful consideration to the merits 
of the French system. 
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SECTION 8 



The Case for Action Now 



8.1 Foreword 

To some extent, the case for action depends 
upon the future demands on the construction 
industry. For the past two decades, the added 
value of the construction industry has contri- 
buted between 5.9 and 6.1 per cent of GDP. 
The motorway programme has grown, faded 
and is blossoming again, university and school 
building has blossomed and declined and, more 
recently, retail, commercial and industrial 
development have soared. In their 1985 fore- 
cast, Cambridge Econometrics postulated two 
scenarios; one with no change other than that 
arising from growth in GDP; the other assum- 
ing that environmental pressures for the renew- 
al of the infrastructure will lead to a construc- 
tion boom in the mid-to-late 1990s, with an 
estimated construction output growth of 2.8 per 
cent per annum to 1995 and an annual rate of 
3.3 per cent thereafter. In the latter case, 
output would be roughly one third higher in 
1995 than in 1985 and almost two thirds higher 
in 2000. Prospects for construction were judged 
to be better than for industry at large. 

The prospects for growth must, however, be 
seen against a background where the active 
labour force will be virtually static and the 
number of school leavers falling. There is 
therefore likely to be a sustained effort to 
improve productivity. This is already taking 
place. 

Construction management, performance 
requirements and control of accuracy are now 
better understood. Mechanisation has trans- 
formed civil engineering, groundworks and 
handling on building sites since the last produc- 
tivity drive in the mid to late 1960s. Other 
changes include replacing general contractors 
by management contractors and sub-contrac- 
tors, some with specialised design and assembly 
skills. Above ground level, major buildings are 
often assemblages of brought-in components. 
Scope for improvement is limited in some 
sectors; repairs, maintenance, refurbishment 
and conversion, now accounting for almost half 
the output, are on the whole obliged to use 
traditional techniques and materials. However, 



even if construction output only keeps pace 
with GDP, the pressure for improved produc- 
tivity will be relentless. 

8.2 Prospects 

Buoyant demand will call for adaptability, so 
that the industry can respond as specific con- 
struction sectors wax and wane, and for higher 
productivity to contain costs when competing 
for resources with other sectors of the economy. 
In general, the consequences of sustained 
demand are likely to be that: 

— market forces will ensure clients are less 
able to impose onerous conditions; 

— increased mechanisation, already far 
advanced in civil engineering and mater- 
ials handling, will be made more worth- 
while by higher prices and prospects of 
continuing demand. This will put a 
premium on buildability and favour 
contractors who assume more responsi- 
bility for design development; 

— a major contribution to productivity will 
come from expanding the scope of 
component building; 

— consultants will then concentrate on 
advice, preliminary design, system des- 
ign, performance specifications, specify- 
ing and selecting components, and, 
possibly, project management; 

— as component building expands, special- 
ist sub-contractors and component 
manufacturers will gather greater 
responsibilities and liabilities; and 

— the former distinction between roles will 
blur, with much advanced design knowl- 
edge and skills residing with contrac- 
tors, sub-contractors and component 
manufacturers. 

Change will be gradual. Professional liability 
will be lessened in some respects and increased 
in others. The reduced involvement in design 
development will protect consultants from some 
claims, but their contribution to projects will be 
more exacting and visible. Their habilities may 
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be safeguarded by carefully drafted conditions 
of engagement and by prudent practice. From a 
client’s standpoint, the arrangements outlined 
will be less certain than those that now obtain. 

The Single European Market will bring oppor- 
tunities and predators. Demand for construc- 
tion will not be reduced should the UK con- 
struction industry be slow to respond. Materials 
and component manufacturers in the EC will 
have the incentive of operating in the Euro- 
market. Already the surge of construction 
output in the UK in recent years has drawn in 
supplies from far afield. Design and manage- 
ment abilities are highly transportable, and it is 
important that clients, the professions, and the 
industry are not hindered by ingrained defen- 
sive tactics, by uncertain liability and by 
uncertain routes to redress. 

8.3 The Consequences of Inaction 

The consequences of taking no action are likely 
to be that: 



settlements being met from their 
pockets. 

What would be particularly damaging is the 
continued erosion of trust, as defensive tactics 
and risk shedding replace collaboration. Too 
great a proportion of the time and effort of 
clients and the professions would be devoted to 
laying and evading traps and to devising and 
rebutting claims. This trend will be more 
difficult to reverse the longer it continues. It 
could blight the industry’s response to the 
1990s. 

8.4 The Study Team’s Assessment 

The Team concluded that: 

— to do nothing will perpetuate the cur- 
rent erosion of trust and confidence. 
This in turn will lead to defensive tactics 
and risk shedding becoming accepted 
practice, both impeding change and 
reducing efficiency and compe- 
titiveness; and 



— except where experienced clients with 
continuing programmes create good 
relationships, mutual trust will be 
replaced by distrust to the detriment of 
clients’ interests. This has already hap- 
pened with building surveys for dom- 
estic clients; 

— lack of trust and uncertain relationships 
will lead to more mounting, pursuing, 
avoiding and containing of claims and to 
more litigation; 

— defensive tactics and risk transfer will 
become general practice. These may be 
helpful when they lead to a clear demar- 
cation of responsibilities and to certain 
basic rules consistently applied. They 
are not constructive when they reduce 
the possibilities for collaboration, which 
is known to lead to better results and 
fewer mistakes; 

— more claims and litigation will increase 
legal costs and the cost of settlements 
and awards; 

— if fee income falls relative to workload, 
as fee negotiation and fee competition 
replace appointments on scale fees, PI 
premium rates related to fees will 
increase; 

— inevitably, PI premiums will increase 
and become less affordable, unless con- 
sultants accept higher deductibles or 
lower limits of indemnity. Consultants 
will then be more at risk, with an even 
higher proportion of claims and 
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— the measures proposed in Section 10 
should go a long way towards reversing 
the current trends, thereby helping the 
professions and their clients to make the 
adaptations needed to raise productivi- 
ty in the 1990s and thus to respond to 
the opportunities presented both by a 
buoyant UK construction market and by 
the Single European Market. 
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SECTION 9 



Priorities for Reform 



9.1 Foreword 

This section draws together the arguments and 
assessments of Sections 2 to 7 and reviews the 
possibilities for reform identified by the Study 
Team. 

9.2 Interdependence: The Web of Liabilities 

The Emerson(9 and Tavistock^^) reports 
emphasised the interdependence of construc- 
tion activities arising from the temporary 
coalitions of clients, consultants and contractors 
whose roles, responsibilities and liabilities 
change as projects progress. Behind them are 
specialists, sub-contractors, materials suppliers 
and manufacturers upon whom the quality of 
the building very largely depends. Clients’ 
decisions are influenced by expectations of 
achievable quality, notions of value-for- money 
and likely cost. Designers respond to their 
clients’ briefs, taking account of the opportuni- 
ties and constraints of the procurement 
arrangements and of the expected performance 
of components, contractors and sub- 

contractors. In turn, all involved have to 
respond to the demands placed on them by the 
design. The construction team has also to 
accommodate changes imposed by clients. 

The many specialists, contractors, sub- 

contractors and component suppliers normally 
negotiate different conditions or guarantees. 
One central London project engaged more than 
100 sub-contractors and specialists, many of 
whom relied on sub-sub-contractors and labour- 
only operatives. Figure 9.1 indicates the com- 
plexity of this web of interrelated responsibili- 
ties and liabilities. 

Design professionals are very vulnerable. They 
are normally involved from the inception of a 
project to its completion and are ordinarily 
engaged to inspect construction. They are a 
natural target. Since the D and F Estates case, 
clients are more likely to attempt to impose 
habilities on their consultants which cannot 
effectively be discharged. The increased com- 
plexity of responsibility and liability is likely to 
result in litigation becoming more costly, more 
protracted and less predictable. Multi-party 
actions and the principles of joint liability and 



contribution will aggravate the situation. 
Nevertheless, clients will still not have an 
assured route to redress. 

Contractors offering design and construct ser- 
vices are also apprehensive about their liabili- 
ties. A major contract involves the appointment 
of many specialist sub-contractors, some with 
significant design responsibilities and most 
employing other sub-contractors. The task of 
obtaining comprehensive and effective ‘back- 
to-back’ agreements is practically unachievable. 
Many specialist suppliers insist upon their own 
standard terms and conditions and, with little 
effective competition, there is no alternative 
but to accept them. Moreover, few sub-contrac- 
tors have the resources or insurance to meet a 
major claim. This is also a matter for concern 
for clients who expect to be protected. 

Interdependence also creates problems for civil 
engineering projects. In the main, they are 
more manageable because there are fewer 
participants. There is normally close liaison 
between a client’s professional staff and the 
consultants. Contractors or their specialist sub- 
contractors are directly responsible for most of 
the construction works. They are, however, 
probably more exposed to the uncertainties of 
informed judgments. 

9.3 A Comprehensive Solution 
Some of the industry’s developing practices and 
structural changes will reduce the interwoven 
relationships that now characterise 
construction— for example, when a contractor 
is responsible for design development, working 
method, site management and the labour force. 
Others will have the opposite effect— for 
example, when the principal designers are 
responsible only for preliminary and systems 
design and for performance specifications. Des- 
ign responsibilities are then widely distributed 
amongst the main contractors, specialist sub- 
contractors and component manufacturers. 
Currently, consultants’ liability is based on 
negligence and contractors are strictly liable for 
breaches of contract, whether their own or 
those of their domestic sub-contractors. 

Ill 
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Component manufacturers normally offer guar- 
antees, and suppliers are liable if materials are 
not of merchantable quality. Whilst defective 
components and goods are replaced to fulfil 
guarantees, consequential costs are obtained 
only with difficulty. 

The responsibilities and liabilities of all 
involved in construction, including local autho- 
rities and others offering building regulation 
and inspection, would have to be taken into 
account in any comprehensive reform. A con- 
siderable amount of regulation, which would 
have to include mandatory insurance through- 
out the chain of sub-contractors and suppliers, 
would be required. Such an approach, in the 
Study Team’s opinion, is not yet justified. 

There are other more direct ways of improving 
quality and reliability of construction, in which 
the professional institutions and consultants’ 
associations could play an important part. Some 
factors are outside the ambit of this study, 
although relevant to it. These include a 
‘minimum adequate’ attitude towards quality, 
which has permeated standards, and the overtly 
short-term, cost-conscious approach to design. 
These are responses to a market dominated by 
demands for minimum first cost. 

There are signs that attitudes are changing. 
Experienced clients, who participated in the 
interview survey, were committed to the success 
of their projects. Quahty management and 
quality assured products and processes are 
demanded where they would not have been a 
few years ago. These requirements will become 
commonplace, providing clients recognise that 
improved and reliable quality has a first cost, 
well justified in the long term. If this is accepted 
as a better option than regulation, what reforms 
would help professionals better to make their 
contribution? 

The Study Team’s assessment is that the com- 
plex relationships, responsibilities and liabilities 
cannot be eliminated, but they could be made 
less critical and more manageable by reforms 
leading to greater clarity and certainty— that is 
to say, a scenario where risks are assigned to 
those who can best control them. This approach 
will be effective only if clients, consultants, and 
other participants give quahty management and 
quality assurance high priority. 

9.4 Policies Leading to the Recommendations 

9.4.1 Quality Management 

Quahty management is at the heart of the 

proposed reforms. It is recommended that the 



institutions play a more active and comprehen- 
sive role as part of their responsibihties for 
self-regulation. Almost certainly, this will entail 
expansion. Inevitably, consultants and ulti- 
mately their clients will have to meet the 
additional cost. 

9.4.2 Clarity 

Joint action by the institutions and associations 
would lessen some of the problems of inter- 
dependence and pave the way for a joint 
approach to other pervasive problems. The first 
and essential step is to define more clearly the 
responsibihties and liabilities in contract. Even 
professional services involving only one con- 
sultant give rise to frequent disputes about the 
scope of the service provided. Often the formal 
requirements of a brief and a negotiated com- 
mission are overtaken by events, as one task is 
added to another. Available funding or time 
may dictate the scope of an enquiry. With the 
passage of time, chents may beheve that they 
were promised a degree of certainty which was 
not contemplated by the consultant. Moreover, 
with all the care in the world, informed judge- 
ments may be mistaken. Risks need to be stated 
and shared sensibly if opinions are not be be 
occluded by doubts or if over-design is to be 
avoided. 

The greater the complexity of design and 
construction, the greater must be the care taken 
to ahgn conditions of engagement with reahty. 
Architects’ conditions of engagement should 
make it clear that they will not design the 
structure, if that is to be done by an engineer, 
that they will not design the components, if that 
is to be done by suppliers, and that they will not 
design the services, if that is to be done by a 
combination of engineers and sub-contractors. 
If consultants do not wish to accept responsi- 
bility for inspection or supervision, they should 
say so; project managers can be employed for 
such purposes. Alternatively, supervision could 
be carried out by the contractor and a consul- 
tant’s duties confined to checking the contrac- 
tor’s quahty assurance and control schemes. 

Current conditions of engagement do not 
reflect the realities of today’s major projects, 
where consultants have neither the knowledge 
nor the technical and logistic means to under- 
take all elements of design. One solution would 
be to devise conditions of engagement to define 
the responsibility of all the professionals; this 
would have repercussions for chents and others. 

At the same time, standard conditions of 
contract and revised conditions of engagement 
should be harmonised to clarify interrelated 
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responsibilities. Insufficient account is taken of 
post-contract co-ordination of specialist design 
with general design, which inevitably involves 
consultants in interdependent decisions, often 
hurried in order to meet construction program- 
mes. Similarly, the complementary responsibili- 
ties for inspection and supervision need to be 
aligned so that the scope of these tasks is clear. 

Professionals’ liabilities in tort have lessened to 
a degree but there are many aspects where they 
can and should protect themselves. A general 
principle is that liability to the client in tort 
cannot exceed that in contract^. As regards 
liability in tort to those with whom they are not 
in contract, and disregarding liability for physi- 
cal injury, the most likely area of liability is that 
which derives from the decision of the House of 
Lords in Hedley Byrne. Where a person makes 
a statement to others knowing that they wiU rely 
upon it, then, in certain circumstances, he or 
she is liable for economic loss suffered if the 
statement was made negligently. If, however, 
the professional makes it clear that his or her 
advice is “given without responsibility”, the 
liability can be disclaimed. 

9.4.3 Certainty in law 

Almost all respondents to the review sought 
greater certainty in law and quicker and less 
costly litigation. Certainty in the law would also 
reduce the number of cases which turn on a 
point of law. 

Predicting the results of litigation as it affects 
professionals has been peculiarly difficult dur- 
ing the last two decades. There are inherent 
difficulties which arise from the evidence which 
may be found and from the substantial changes 
in judge-made law relating to negligence. The 
work undertaken, an alleged failure of service, 
the service of a writ and the court hearing may 
each have occurred in a different climate. 
However, recent decisions of the court have 
restricted claims for damage actionable in tort, 
and plaintiffs pursuing actions in tort now have 
in general no greater advantage, save limita- 
tion, than were they to pursue the same action 
in contract. Clients and the industry can be 
more certain of their rights and liabilities in this 
regard. On the assumption that the current 
position will be maintained, no recom- 
mendation is made for legislation to codify 
relevant case law. 

Clients, consultants and contractors alike 
argued for greater certainty in law so that their 
rights and liabilities would be clear. Litigants 
are now put to great expense and settlements 
are long delayed whilst issues of time limitation 

114 



are resolved, often at great cost. For the 
reasons explained in Section 5, there will be a 
significant improvement in certainty only if the 
Limitation Act 1980, as amended by the Latent 
Damage Act 1986, is amended to create a single 
absolute longstop from a deemed but verifiable 
date of accrual of the cause of action. Not only 
will claimants and defendants be more certain 
of their rights and liabilities but the 
length of time for which it is prudent to retain 
papers will be roughly halved. 

The law is well established in that a successful 
plaintiff pursuing more than one defendant can 
obtain all his or her damages against any one 
liable defendant. Consultants are therefore 
vulnerable because they are expected to main- 
tain PI insurance which is seen as being in place 
to protect their clients’ risks, which it is not. 
Few other defendants offer clients the security 
of insurance and, once litigation commences, 
some seek the haven of liquidation. The effect 
is, therefore, to transfer liabilities post-hoc to 
consultants and perhaps to contractors. In the 
Study Team’s view, this aspect of the law is one 
of the most important of the many issues put to 
the study. Apart from imposing unfair settle- 
ments, it positively invites those with claims 
against contractors, specialist sub-contractors 
or component manufacturers to join all the 
available consultants in the action. 

The Study Team does not underestimate the 
difficulty of securing legislation to amend the 
law, which is embedded in general law. It 
therefore recommends that, as a first step, the 
professional institutions and consultants’ asso- 
ciations should seek the agreement of clients’ 
associations to limit the liability of consultants 
to their just and equitable share of blame and 
that this should be embodied in the revised and 
unified conditions of engagement. Such a con- 
cordat exists in Denmark and is said to work 
well. 

9.4.4 Certainty in Litigation 
Litigation is often a continuation of negotiation, 
illustrated by the number of cases withdrawn or 
settled before hearing. Once writs are served, 
the major uncertainties are the outcome and the 
time and costs needed to achieve a settlement 
or award. Facts to be found do not necessarily 
determine the outcome. Commercial considera- 
tions and bargaining strength also play a major 
part. 

Costs incurred are comparatively small in the 
early stages of litigation. Much depends on the 
skill of lawyers. Some kind of expert view is 
usually required at an early stage but a preli- 
minary and not too costly report is often 
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sufficient to advise the client whether litigation 
should be avoided or pursued. Subsequently, 
costs mount very rapidly. With multi-party 
actions, negotiated settlements are long delayed 
until all the parties are convinced that their best 
interests are served by a settlement, and the 
defendants are able to agree upon the amount 
of their respective shares of the settlement. 
Parties in an action with only minor responsi- 
bility are effectively barred from buying their 
way out by means of a payment into court at an 
early stage, because a payment is only effective 
if it is sufficient for the whole of the plaintiffs 
claim. 

Despite near unanimity amongst respondents 
that litigation is too slow and too costly, the 
Study Team is not convinced that a case has 
been made for any extraordinary measures. The 
recommendations of this report would settle 
some of the important uncertainties in law, 
reduce the number of defendants swept into 
multi-party actions, increase certainty and pro- 
vide an alternative to litigation for smaller 
claims. 

One common assertion is that it is too easy to 
make a claim. The right to make claims could 
not be easily curtailed, although it often 
imposes unnecessary and unproductive costs on 
recipients. If litigants want cheaper, quicker 
resolution of disputes, they will have to accept 
cruder and somewhat less searching pro- 
cedures. For example, much of the world does 
not have discovery and in international arbit- 
rations it is common to limit strictly the amount 
of time available for witnesses and submissions. 
Alternative disputes resolution procedures 
could have an important role but the Study 
Team does not believe that they should be 
forced on litigants, with one exception. Almost 
half the writs registered in the Official Referees 
Court settle for less than £25,000. Claims for 
less than, say, £50,000 ought to be within the 
competence of a short procedure arbitration 
decided on a papers-only basis. The institutions 
should devise a procedure to form part of the 
revised conditions of engagement. 

9. 4. 5 Certainty of Redress 
Important amongst the issues of professional 
liability are claims arising from injury and 
death. Currently, the protracted legal process 
and often long delays before compensation is 
paid are distressing to the victims. Also, the fact 
that compensation turns on proof of fault is 
believed to colour judicial assessments, some- 
times to the disadvantage of construction pro- 
fessionals. From the victims’ standpoint, com- 
pensation should be available following proof of 
loss or damage and should be separated from 



the process of allocating blame. The problem to 
be resolved affects many parties other than 
construction professionals, including the 
owners and occupiers of buildings and install- 
ations of all kinds, and falls outside the Study 
Team’s terms of reference. It should not, 
however, be left to fester. 

Prudent clients safeguard their interests in 
many ways. Parties to the contract may be 
required to provide bonding, to insure their 
liabilities or to provide collateral warranties. 
All these requirements have the disadvantage 
that they rely either on the parties having a 
continuing existence or on insurance which will 
not have been negotiated by clients and which, 
therefore, may not adequately protect their 
interests. 

Clients with continuous construction program- 
mes use their experience and the prospect of 
further commissions to negotiate settlements 
with consultants. These negotiated settlements 
cope effectively with all but major failures. For 
these clients, PI insurance is catastrophe insur- 
ance. If a negotiated settlement is not possible, 
fault has to be demonstrated and is usually 
contested. PI insurance is a very indirect and 
inefficient way of protecting clients’ interests. 

Certain redress for latent defects is afforded by 
the French decennial system based on statutory 
duties for chents, contractors and consultants. 
The Team has been assured that the system is 
now working effectively after severe initial 
troubles in the 1970s and is impressed by its 
clarity and comprehensiveness. In the mean- 
time, NEDO’s BUILD report provides a start- 
ing point, although it is currently limited in the 
extent of its cover. Clients who cannot accept 
the risk of being unable to obtain redress should 
insure their own risks by material damage 
insurance such as BUILD. The Study Team 
notes and commends the active interest of 
major developers in BUILD. 

9. 4. 6 Risk Sharing 

Clients, consultants and the industry all benefit 
from arrangements that manage risks effi- 
ciently, are certain and provide equitable re- 
dress. Most clients accept that some risks 
properly accrue to them. The clarity advocated 
would give clients and their consultants more 
confidence in the way risks are assigned, with 
less opportunity for misunderstandings, 
genuine or otherwise. Inevitably, the arrange- 
ments have to be sufficiently robust to cope 
with less than good practice, incompetence, 
mistakes and other sources of error, with the 
law providing the means to contain and resolve 
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disputes, and insurance the guarantee that the 
legal habilities of the consultants will be met. 

The case for legislation to limit the liability of 
construction professionals was considered. 
However, an attempt to legislate in the interests 
of this group of professions would open the case 
for limited liability, for all providers of services. 
This is not to reject the reasonableness of 
hmiting liability, which is accepted and 
endorsed. It would remove the spectre of 
extinction, make PI premiums more affordable 
and the professions less apprehensive. It is, of 
course, always open for clients and consultants 
to agree on hmitations on liability in contract. 
Schedules of reasonable limitations on liabihty, 
agreed by the respective institutions, asso- 
ciations and clients could be incorporated in the 
revised conditions of engagement. Actual limits 
on Uability would be a matter for negotiation, 
commission by commission. It would be pos- 
sible for actions in tort to be brought despite 
limitations of Uability agreed in contract, but 
recent developments in the law would seem to 
make this less likely. The Study Team believes 
that the benefits will be found to be worthwhile 
and that this experience could help to demon- 
strate the fairness and practicabiUty of legisla- 
tion to limit professional liabihty. 
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SECTION 10 



The Study Team’s Recommendations 



10.1 Foreword 

The Study Team’s findings are that: 

— the objectives of improved quality and 
risk management and clarity of 
responsibilities and liabilities can be 
pursued immediately through initiatives 
by the institutions and associations, 
representing clients, professions and 
insurers; 

— greater certainty can only be achieved 
by amending the law of hmitation; 

— the way the law operates regarding joint 
liability and contribution makes the 
professions prime targets in multi-party 
actions, which can result in profession- 
als and their insurers paying for the 
faults of others; 

— a comprehensive solution to the prob- 
lems of the liability of construction 
professionals would entail statutorily 
limited professional liability, mandatory 
insurance and an agreed basis for risk 
sharing. The findings of the review do 
not justify this for the construction 
industry alone; the services of other 
professions for their clients would also 
have to be taken into account. This 
would be better referred to the Law 
Commission. 

The Study Team’s recommendations are in two 
groups; those directed to the Government and 
those directed in the main to the professions 
and their clients. These recommendations pay 
particular regard to the special needs of occa- 
sional and domestic clients, who are less able to 
safeguard their interests than are corporate 
clients who place continuous demands on the 
professions. Although not strictly within the 
terms of reference, account has been taken of 
contractors’ increasing design role. The recom- 
mendations should be relevant to them. 

10.2 Recommendations Addressed to 
Government 

10.2.1 Time Limitations 

The Study Team recommends that serious 

consideration be given to alterations in the law 



to make time limition on hability certain. This 
proposal is supported by all the institutions and 
associations and by the British Property Fed- 
eration. 

The proposal is to amend, in English law, the 
Limitation Act 1980 and thus the provisions 
introduced into the 1980 Act by the Latent 
Damage Act 1986, and, in Scotland, the Pres- 
cription and Limitation (Scotland) Act 1973, to 
achieve the following: 

— a limitation (prescriptive in Scotland) 
period of ten years from the date of 
practical completion or effective 
occupation (staged if necessary), for 
negligent actions in tort (delict in Scot- 
land) and in contract (whether or not 
under seal); 

— the ten years limitation period acting as 
a longstop extinguishing the right; 

— redefinition of the term ‘deliberate con- 
cealment’ so that ordinary construction 
processes would not lead to an excep- 
tion to the longstop. 

These statutory provisions, although part of 
general law, are crucial to construction litiga- 
tion because of the importance of latent defects. 
The principle of a decennial limitation period is 
already part of Enghsh statute law. This was 
established by the Consumer Protection Act 
1987 which itself was a consequence of EC 
harmonisation. If Ministers accept this recom- 
mendation, amending legislation could be 
deferred until negotiations preparing for com- 
pletion of the Single European Market are well 
advanced, since these themselves may lead to 
legislation which would affect liability in the 
construction industry. 

Consideration might also be given to shortening 
the period allowed for launching contribution 
proceedings because this imposes further costs 
on all the parties involved. 

These recommendations would remove the 
current differences between the limitation 
periods and dates of accrual of the cause of 
action in contract and tort and also the distinc- 
tion between contracts under hand and under 
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seal (probative and improbative contracts in 
Scotland). Both clients and consultants would 
benefit from the removal of one of the principal 
causes of uncertainty in litigation. The other 
effects should be even-handed. Clients would 
benefit from the longer limitation period when 
contracts would have been under hand and lose 
when they would have been under seal. Con- 
versely, the professions would lose when con- 
tracts would have been under hand and gain 
when they would have been under seal. The 
effects of the proposed alterations to the 
liability periods of action in tort would depend 
on circumstances. For example, clients would 
probably gain if the breach (for longstop 
limitation) occurred early in a major project and 
lose if the reasonable discovery of damage 
approached the 15 years longstop (or in Scot- 
land the long negative prescriptive period of 20 
years) . 

10.2,2 Joint Liability 

The Study Team recommends that serious 
consideration be given to the alteration of the 
law in commercial transactions, not involving 
personal injury, where the plaintiffs claim 
exceeds, say, £50,000. In such cases, a defend- 
ant whose actions are partly the cause of 
damage to the plaintiff, but such actions were 
not carried out jointly with another defendant, 
should be responsible to the plaintiff only for 
damages equivalent to that part of the plaintiff’s 
loss fairly attributable to his or her breach. 

For reported cases which illustrate the present 
operation of the principle of joint liability and a 
liability which is not confined to that of joint 
tort feasors, attention is drawn to, for example, 
IB A V EMI (1980) 14 BLR 1 A; Hutchinson v 
Norman & Dawbarn (1986) Construction Law 
Journal 180; London Borough of Merton v 
Lowe (1981) 18 BLR 130 145; and Devlin J in 
Heskell v Continental Express Ltd (1950) 1 ALL 
ER 1033 1048. 

This recommendation is strongly supported by 
the professional institutions and consultants’ 
associations. The British Property Federation 
accepts that the current law can be unfair to 
consultants. Clearly, this recommendation 
raises issues of public policy and may be 
relevant to other professional services which 
may need to be considered by the Law Commis- 
sion. However, it is of particular importance to 
the construction professions because of the 
likelihood of their being joined in actions in 
which potential defendants may no longer be in 
business or other defendants may quickly 
liquidate. 
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10.3 Recommendations Addressed to 
Professional Institutions and to Clients’ 
and Consultants’ Associations 

The Study Team recommends that the profes- 
sional institutions and the clients’ and consul- 
tants’ associations: 

— commission and keep under review cli- 
ents’ guides, focused on identifiable 
groups of clients, to help them fulfil the 
clients’ role; 

— commission combined conditions of 
engagement each related to the princi- 
pal appointments likely to be made for 
typical services and projects, including 
identification of a clients’ role; 

— devise standard collateral warranties, 
extending current professional liability 
only to ‘immediate’ third parties and in 
terms acceptable to PI insurers; 

— review the better ahgnment of consul- 
tants’ conditions of engagement and the 
standard conditions of contract, with the 
particular objectives of: 

— giving effect to the recom- 
mendation that tender documents 
should require contractors to state 
their intended quality manage- 
ment regime; 

— providing for better post-contract 
coordination, especially the coor- 
dination of the design proposals of 
specialist sub-contractors with 
each other and with the design of 
the project; 

— aligning the many collateral war- 
ranties now demanded of the 
various parties and the extent to 
which these are backed by parent 
company guarantees, bonding or 
insurance. 

10.4 Recommendations Addressed to Profes- 
sional Institutions and to Consultants’ 
Associations 

The Study Team recommends that professional 
institutions and consultants’ associations: 

— establish a ‘short procedure’ arbitration 
serving clients, especially domestic cli- 
ents, of the construction professions. 
This could be of material assistance to 
plaintiffs and defendants. An under- 
taking to refer disputes where the sum 
claimed is less than, say, £50,000 to 
‘short procedure’ arbitration might be 
incorporated in the revised conditions of 
engagement; 
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— review arrangements for regulating the 
standards of professional competence of 
members in order to ensure that these 
are sufficiently rigorous and transparent 
to satisfy consumer and professional 
interests in a vigorous commercial 
climate; 

— consider the feasibility and advantage of 
imposing mandatory PI insurance on 
sole practitioners and all practices; 

— examine the option of practising as a 
limited liability company as an effective 
operational mode for consultants; 

— consult with client bodies about the 
possibility of devising guidelines for 
hmiting the liability of professionals 
with the consent of their clients for 
individual commissions; 

— consult with client bodies about the 
possibility of a concordat which would 
limit the liability of a consultant to liis or 
her client to a just and equitable propor- 
tion of the damage suffered where there 
is more than one defendant whose 
actions were not carried out jointly; 

— review the range of services offered to 
members. In addition to normal learned 
society functions, they should cover; 

— the administration of practising 
certificates: 

— issuing good practice advice; and 

— issuing risk management advice, 
which might include: 

— a tecalert service; 

— quality management and 
certification guidance notes 
appropriate to sole prac- 
titioners and to consultancies 
of various sizes; and 

— risk management guidance 
notes, including appropriate 
arrangements for limited 
liability as one aspect of overt 
risk sharing. 

— explore ways to fund this range of 
services, including charging self- 
financing fees, perhaps on a subscrip- 
tion basis, practice subscriptions (in 
addition to members’ subscriptions) and 
offering all or some of these services as 
joint ventures in collaboration with 
other institutions or associations. 

10.5 Recomendations Addressed to Insurers 
and Brokers 

The Study Team recommends that insurers and 
brokers: 



— devise a code of practice for PI insur- 
ance which should be the subject of 
consultation with professional institu- 
tions and consultants’ associations; 

— devise methods for monitoring and 
analysing trends in claims notifications 
in order to generate risk management 
advice and identify research topics; 

— devise better run-off provisions for 
retired partners; 

— introduce BUILD insurance. 

10.6 Further Observations 

The Study Team touched on some wider issues, 
in particular liability arising from personal 
injury claims. The Team concluded that this 
poses such fundamental questions that it could 
be resolved only as part of a review with much 
wider terms of reference. 

The Study Team’s recommendations, bound by 
the terms of reference, concern only the profes- 
sional liability of the construction professions. 
Extensive though this subject is, it is only part 
of the complex issues arising from the inter- 
dependence of construction processes and from 
the unique characteristics of construction pro- 
jects. Trust, good practice and co-operation can 
contain these problems, as is demonstrated by 
the good practice reported in this review. 

However, not all clients are good clients and 
not all consultants are competent and diligent. 
Their performance and responsibilities are 
often judged in hindsight. The law, if it is to 
contain and determine disputes efficiently, 
needs to be certain. Insurance needs to relate to 
the risks of the insured. The Team’s recom- 
mendations, the minimum that will suffice, set 
out to create that certainty in law, professional 
practice and insurance essential both to clients 
and the professions. 
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APPENDIX 1 



Terms of Reference for Fact-finding Studies 



In the light of current concern about the cost and availabihty of PI insurance and the extent of 
professional civil liability for negligence, to establish the facts about the effect on the following 
professions of the way the law operates in providing remedies to those who suffer loss as a result of 
the way in which a professional person performs his duties: 

(a) auditors (and other accountants in independent public accounting practice who carry out 
reporting functions arising out of statutory requirements); 

(b) architects/consulting engineers/construction surveyors; and 

(c) other surveyors (such as land surveyors and mining surveyors). 

The studies should in particular: 

(i) examine the nature of the service provided by the professions Hsted above; the professional 
duties and liabilities arising from that service, including the extent to which there are 
requirements to conform to professional standards and guidelines; the way in which the 
service is held out to the public; and public expectations and understanding of the service 
provided; 

obtain detailed information about recent trends in the availabihty and cost of PI insurance 
for the professions listed above, and the reasons for these; 

obtain information above how the law has operated in the past and how it currently operates 
in relation to actions in negligence against members of the professions listed above; 

consider international developments, with particular reference to the European Com- 
munity, and the extent to which they have affected or may affect (i), (ii) and (hi) above; 

assess the effects, now and in the future, of (i), (ii) and (hi) above on the availability, quality 
and cost of the services provided by the professions listed above and the impact on those 
who rely on the service provided by members of the professions, and to assess the effects of 
(i), (h) and (hi) above on the effectiveness and competitiveness of these professions; and 

if appropriate, suggest possible next steps in future consideration of the subject. 
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(ii) 

(hi) 

(iv) 

(V) 

(Vi) 
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APPENDIX 4 



Glossary 

This glossary follows, with modifications, the one included in the BUILD report (NEDO, 1988). 



PARTICIPANTS 




Clients 


In addition to successive owners who were not the developers, tenants 
are also included under this definition. 


Developers 


All who initiate and bring to fruition building projects, whether private 
sector developers, owners building on their own account or public sector 
organisations. 


Insurance 


Brokers, insurance companies, Lloyds, reinsurers, loss adjusters. 


Producers 


A conglomerate team embracing designers, other professional consul- 
tants, main contractors and subcontractors and in certain circumstances 
regulatory authorities under Building Regulations, but not including 
manufacturers and suppliers of building materials and components. 


INSURANCE 




Capacity 


The maximum limit which the insurance market in its widest sense (ie 
including re-insurance) can accommodate. 


Contractors’ ‘all risks’ 
insurance 


A material damage policy which protects the contractor and employer 
against loss and damage to the contract works during erection and until 
completed. 


Damage 

Deductible 


See ‘Defect’ below. 

The first amount of the claim not covered, sometimes referred to as 
‘excess’; for example, if a claim is for £1,000 and the deductible is £100, 
the insurer will pay £900. 


Defect 


In this report, ‘defect’ is generally used as a portmanteau term covering 
both ‘defect’ and ‘damage’. In practice, they are different. Following the 
Atkins report, ‘defect’ is the cause, ie some shortcoming in the original 
construction, and ‘damage’ some physical manifestation. In practice, not 
all defects cause damage and not all damages arises from defects. See 
also ‘Latent Defect’ below. 


Latent Defect 


A latent defect is one which exists in the form of a deficiency in the 
product (for example, foundations which are too shallow) but has not yet 
caused or turned into damage to the product (for example, cracks in the 
superstructure). Latent defects are not usually discoverable until they 
produce damage and thereby become patent. Material damage policies 
may include more specific definitions in order to avoid dispute. 


Professional Indemnity 
Insurance 

Material damage 
insurance 


A policy which protects the insured against his or her legal liability to pay 
compensation or damages to a third party and the costs of defence. 

A policy which protects the insured against damage to his or her own 
property or that for which he or she is responsible, for example, a tenant 
insuring buildings. 
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LEGAL 

Collateral warranty A contractual promise (for example, that reasonable care has been taken 

or that a design will be fit for its purpose), typically given to a funder or a 
tenant, which is expressed in a deed, agreement or other document (such 
as a letter) and which is collateral to the other contract(s) between the 
various parties involved in the works. 

Damages Money recoverable in law as compensation for loss or injury. 

Duty of care The legal duty to take reasonable care to avoid acts or omissions which 

are likely to injure those to whom the duty is owed. Breach of this duty 
results in liability for negligence. 

Negligence Breach of a duty to take reasonable care. 

No-fault compensation Compensation which is available without need to prove fault. 

Settlement An agreement between the parties to a legal action, whereby the plaintiff 

drops the action, usually in return for a sum of money paid by the 
defendant. 

Strict Liability Legal liability which exists irrespective of fault on the part of the person 

made liable. 

Subrogation The right of a person who pays compensation to exercise rights of action 

against a third party which were available to the person compensated. 

Tort A wrongful act or omission independent of contract, in respect of which 

damages may be awarded. 
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SECTION 1 



Introduction 



Terms of Reference 

1.1 On 11 May 1988 the Secretary of State for 
Trade and Industry, Lord Young, announced 
the appointment of three independent Study 
Teams with similar Terms of Reference 
(Annexe I) to carry out fact-finding studies into 
the professional liability problems of selected 
professions; auditors; architects/consulting 
engineers/construction surveyors; and other 
surveyors. Membership of this Surveyors Study 
Team, and its Secretariat provided by the 
Department of the Environment, is at Annexe 
II. 

1.2 We were asked to establish the nature, 
scope, extent and implications of the liability 
problems being faced today by surveyors (other 
than quantity surveyors and those professional 
men and women specialising in the construction 
industry). To implement our Terms of Refer- 
ence we needed to examine the nature of the 
professional service provided; to examine 
public expectations and understanding of that 
service; to obtain information about the availa- 
bility and cost of professional indemnity insur- 
ance; to ascertain information about how the 
law operates in relation to actions in negligence; 
to consider the international and particularly 
the EC aspects, to assess the implications for 
availability, quality and cost of the services 
provided; and, if appropriate, to suggest pos- 
sible next steps for future consideration of the 
subject. 

Scope of the Profession 

1.3 Outside the construction industry the sur- 
veyor can be engaged in any one or more of a 
number of activities. These include: agricultural 
holdings, antiques, arbitrations, building sur- 
veys, taxation, mining, estate agency, planning, 
rating, maintenance, lettings, auctioneering, 
sporting rights, hydrographic surveys, property 
development, rent review negotiations and 
capital valuations for various other purposes. 

Matters Outside Our Terms of Reference 

1.4 In view of our extensive remit and limited 
resources and timetable for reporting, we 
decided to exclude all the professional liability 



issues facing surveyors in the public sector from 
our Study. We note that the Law Reform 
Committee in their 24th Report on Latent 
Damage recognised that the question of profes- 
sional indemnity was outside their remit but 
considered it to be desirable that the question of 
professional indemnity for surveyors— regard- 
less of whether they are working in the public or 
private sectors, should be considered by an 
appropriately qualified body at some future 
date. We too consider it to be desirable that all 
the professional liability issues facing surveyors 
and other professionals in the public sector 
should be the subject of a special study. 

Consultations Carried Out by the Study Team 

1 .5 Following statements by Ministers recorded 
in two DTI Press Notices on 28 October 1987 
and 11 May 1988, the Study Team was set up to 
begin its task. On 11 October 1988 further 
information about the purpose of our particular 
Study Review was set out in a DOE Press 
Notice (see Annexe III) and contributions 
invited specifically from the profession and 
from any member of the public who wished to 
comment, either as a consumer or more gen- 
erally. 

1.6 More than sixty outside bodies were 
invited to submit views to the Study Team. In 
addition we held meetings with interested 
organisations; including the Consumer Asso- 
ciation, the National Consumers’ Council, the 
Building Societies Association, the Royal Insti- 
tution of Chartered Surveyors, and the Society 
of Fine Art Auctioneers. We also held regional 
discussions in Leeds, Plymouth and Chester and 
issued separate Questionnaires to 942 consumers 
—eg members of the public and companies, and 
to 441 professionals. We are grateful to all those 
who responded to the Questionnaires, and to 
those organisations and individuals who have 
contributed to the Study and are listed at 
Annexe IV. 



1.7 The Study Team wishes to record that it 
has greatly appreciated all the assistance 
received during this Study. 
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Framework of the Report 

1.8 This Report follows through the terms of 
reference. It examines; the nature of the profes- 
sional service; the issues of concern; the con- 
sumer considerations; the legal background; 
recent movements in the indemnity insurance 
market; and international aspects; our conclu- 
sions and recommendations and finally some 
implications for the future, and the possible 
next steps. 

Relevance of the Study 

1.9 The Study was set up in the hght of 
concern about the professional indemnity issues 
confronting surveyors in the eighties, and the 
associated concern over the implications for the 
consumer. At the outset of this Study, it seemed 
that the main problem might be the magnitude 
of the total amount paid out as the number of 
claims rose, against the background of large 
increases in insurance premiums and a greater 
vulnerabihty of professionals. Professional 
indemnity (PI) insurance premiums are not 
rising as rapidly now as in the mid-80s (see para 
6.10), but there are still matters causing anxiety 
to both the professional and the consumer 
which need to be addressed. The potential 
liabihties of surveyors have been highlighted by 
the pubhcity given to the House of Lords 
decisions in April 1989 (see para 5.18(e)). 
Moreover indemnity insurance is cychcal; the 
current trough of the insurance cycle provides 
an opportunity to examine what is happening 
now before the difficulties which are possible 
over the level of insurance premiums arrive in 
the early nineties. Professional Indemnity 
insurance considerations could have a profound 
effect on the quality and availability of survey- 
ing services in the next decade. Furthermore 
the problems identified in this report might be 
exacerbated by other factors including the 
growth of American-style litigation, a shortage 
of quahfied professionals, and so on. 
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SECTION 2 

Nature of the Service Provided 



2.1 The Study Team, through its members, 
has had first hand knowledge of the main 
professional bodies covering the activities rel- 
evant to this Report and on which we have been 
able to draw. We also consulted other major 
interests and ‘minority interest’ groups (see 
Annexe IV) to ensure that all aspects of the 
work of the surveyors being considered has 
been taken into account. 

2.2 The principal categories of the work 
undertaken by surveyors are set out below. The 
general function of a surveyor is to advise and 
act for clients in all matters arising from the 
ownership or use of land and buildings and 
other assets, a function which goes well beyond 
valuation and surveying per se. Nevertheless, 
the majority of negligence cases (some 60 per 
cent) involving surveyors covered by this review 
relate to valuations and surveys of residential 
property (see para 3.6). 

Categories of Surveying Activities (Commercial 
and Residential) Considered 

Estate Agency 
Mortgage Valuation 
House/flat buyers Report/Survey 
Structural Survey 
Property Valuation 
Valuation for Rating Purposes 
Landlord and Tenant 
Management 

Financial and Funding Advice 
Development Consultancy 
Mortgage Advice 
Planning Consultancy 
Auctioneering 
Land Agency 

Agricultural Estate Management 

Valuations and Surveys 

2.3 Given the evident public confusion about 
the difference between valuations and surveys 
(see para 4.18) the Study Team has looked 
carefully at what is involved: 

A Valuation is not a survey. It is simply an 
assessment following an inspection by a 
qualified valuer of what the property is worth 



on the open market. It is required by a 
lending body to assess whether the value of 
property being purchased provides adequate 
security for the amount being borrowed ie the 
mortgage. 

A Survey is carried out by a qualified 
surveyor and is based on a detailed inspection 
of the state of repair and condition of the 
property. It usually takes the form of: 

either: 

a house-buyers’ report: which is not a detailed 
structural survey, but a point by point assess- 
ment of all those parts of the property that 
are readily seen or reached and which have 
been inspected, together with an opinion of 
its market value. Attention will usually be 
drawn to the advisabihty of engaging special- 
ists to report upon particular/potential prob- 
lems noted. 

or: 

a structural survey— based on a very detailed 
and technical examination, it provides a 
comprehensive report on the condition of the 
property, and lists repairs, improvements and 
renovations considered necessary, and may 
provide an opinion of its market value. 

Standards and Guidance Notes 

2.4 There is no reason to doubt that surveying 
services are provided by people aiming to 
achieve high standards. However, the standards 
cannot be absolute because totally objective 
tests cannot usually be applied. The requisite 
skill and care may be present, but the product is 
often a matter of judgement and cannot be 
measured by scientific method. Seen in this 
hght objective surveying ‘standards’ become 
impossible to frame. What is possible is: the 
identification of suitable methods of approach 
to a task; a set of guidelines; a check list. The 
RIGS has so far only succeeded in setting up 
one set of detailed guidelines— for the valuation 
of property assets; these guidehnes are also 
used by members of the Incorporated Society of 
Valuers and Auctioneers (ISVA). 
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2.5 These guidelines are kept under review by 
the Assets Valuation Standards Committee 
(AVSC) who monitor their use through the 
published details of company reports and 
accounts, takeovers, mergers and flotations. 
The guidance notes, however, do not provide 
the answer for a valuer, but only indicate the 
steps he might take. The AVSC guidelines are 
intended to protect the public, but, enforce- 
ment of any kind by the RICS is difficult. The 
general extension of guidance in the form so 
carefully worked out by the AVSC to all 
surveying activities would be impracticable and 
involve more resources than are available to the 
professional bodies. 

2.6 The types of work undertaken by sur- 
veyors vary greatly; each activity carries its own 
risk factors which are assessed for indemnity 
insurance purposes on the claims experience for 
that particular activity. For example, estate 
agency work carries a much lower risk factor 
than surveying, valuation or property manage- 
ment. Those in turn attract a lower insurance 
rating than design, supervision, and project 
management. 

2.7 Following one case alone, Yianni -v- 
Edwin Evans & Sons decided in 1981, the 
number of claims concerning mortgage valu- 
ations has risen considerably (see paras 3.6 and 
5.18). It is estimated that in 1977 valuations 
probably represented some 5 per cent of the 
number of notifications ie claims notified by 
surveyors to their insurers, and about 21 per 
cent of the value of claims; by 1984 this had 
risen to some 26 per cent of the number of 
notifications and about 45 per cent of the value 
of claims. 

2.8 The Study Team has considered the 
issues connected with the standard and quality 
of surveying services provided, the public’s 
demand for guarantees, and the expectation of 
perfection. The public expect the professional 
to be right, not just careful. It is thought that 
the present use of the AVSC guidance notes, 
which can actually be monitored even though 
they lack a statutory basis for enforcement by 
the Courts, probably go as far as is practicable. 
This is particularly true since none of the bodies 
to which the practitioners covered by this 
review might belong, have statutory authority. 
Against that background the Study Team has 
considered what benefits might be enjoyed 
through the current move towards Quality 
Assurance (see paras 4.16 and 4.17). 
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SECTION 3 



The Issues of Concern 



3.1 The problem of professional liability and 
indemnity issues facing the professional and 
affecting the consumer, on which this Report 
focuses, has many ramifications. To assess its 
magnitude we studied figures supplied by RICS 
Insurance Services Limited (RICSIS). Looked 
at from the total number of surveying jobs 
carried out in a year, the average claim overall 
which is settled by insurers through RICSIS is 
small and the number of claims is very small— 
less than one per cent of all jobs undertaken. 
But that figure is increasing. 

3.2 The total cost of claims, therefore, is not 
large. But although the figures involved are 
small, it is clear that they give rise to a real and 
serious concern largely perceived by the profes- 
sional across all the various surveying activities, 
particularly those concerning the individual 
consumer and the residential property market. 
The individual consumer is directly involved in 
the majority of small claims in connection with 
residential property. For residential valuations 
and surveys the average claim settled in 1987 
was about £3,500 (but that year of account has 
not yet been closed). For commercial property 
the incidence of claims is lower, although when 
the rare claim is settled the amount involved 
may be substantial. 

Main Issues of Concern 

3.3 The principal issues of concern are; 

(i) the public and the professionals are 
often at cross-purposes over the nature 
of the services provided; 

(ii) insurance premiums have increased due 
to the increase in claims; 

(iii) the members of the profession feel 
increasingly vulnerable to claims. 

3.4 The problem of exposure of the surveying 
profession to civil hability is increasing; this is 
worrying and raises issues concerning the public 
interest. Details of the residential valuation 
claims in para 3.6, provided by RICSIS clearly 
demonstrate the sharp rise in claims in the first 
half of the eighties. 



RICS Insurance Services Ltd (RICSIS) 

3.5 Since 1976 RICSIS have arranged at least 
some part of the professional indemnity insur- 
ance for approximately half the surveying pro- 
fession. ITiey have shown that in 1977 the 
number of claims notified to insurers was 
approximately 1 for every 4 firms insured. By 
1986 this had increased to 1 for every 1.6 firms 
insured. The amount paid in respect of residen- 
tial survey and valuation claims by the RICSIS 
Insurers rose in the same period from approxi- 
mately £500,000 to an amount in excess of 
£3,500,000 in 1986. In addition there were 
claims dealt with by the surveyors themselves, 
either because of uninsured excess or in respect 
of claims not notified to the insurers. It is 
estimated that the total cost of claims to the 
profession could be well in excess of 
£12,000,000 pa for residential surveys and 
valuations, all of which will ultimately be passed 
on to the consumer. 

Effect of the Yianni Case 

3.6 Following the 1981 case of Yianni -v- 
Edwin Evans & Sons (see para 5.18), the 
incidence of claims relating to residential valu- 
ations and surveys increased. This is clearly 
seen from the following figures obtained from 
RICSIS covering such claims for approximately 
half the surveying profession. 

Residential Valuation Claims 

[The figures below are based on the same chent 

base throughout]. 



Year 


No. of 
Claims 


Amount Paid 
£ 


1977 


30 


205,029 


1978 


19 


30,805 


1979 


21 


171,032 


1980 


35 


114,982 


1981 


185 


963,896 


1982 


403 


996,607 


1983 


385 


1,588,201 


1984 


368 


2,932,535 


1985 


293 


1,369,134 


1986 


304 


1,704,654 


1987 (not closed) 


305 


1,240,480 



The mortgage valuation figures show the impact 
which a single court decision can have. One 
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case can lead to an enormous increase in the 
number of claims. Given the range of judge- 
ments in the last decade or so surveyors have 
found themselves operating against a very fluid 
background. The effect of the Yianni decision 
on the number of notifications of a claim made 
to underwriters and the amounts paid out by 
them is clearly apparent. In 1985 the under- 
writers increased the uninsured excesses sub- 
stantially, which had the effect of reducing the 
number of claims notified to underwriters, as 
payments were made direct to clients without 
informing insurers. But numbers and amounts 
are increasing again. 

Residential Survey Claims 

[The figures below are based on the same client 
base throughout.] 



Year 


No. of 
Claims 


Amount Paid 
£ 


1911 


242 


299,616 


1978 


311 


605,832 


1979 


302 


855,526 


1980 


373 


768,498 


1981 


394 


912,609 


1982 


664 


1,904,364 


1983 


597 


1,934,770 


1984 


555 


1,885,450 


1985 


464 


1,231,609 


1986 


642 


1,893,043 


1987 (not closed) 


553 


1,698,601 



3 .7 The significance of these figures lies in the 
fact that although they relate to small jobs, 
those jobs have an immediate and direct affect 
on the consumer. The £12 million total esti- 
mated cost of claims per annum— the lowest 
estimate available, is equally significant. It is 
spread over a number of small claims arising 
from many very small jobs, mainly stemming 
from around two million house sales a year. 
Claims for other categories of surveying are not 
listed because, as yet, they are few and far 
between. However, they vary greatly in magni- 
tude; hence it is not possible to produce a 
meaningful average. One well-publicised claim 
involving commercial property which was even- 
tually settled out of court, is rumoured to have 
been settled at a figure in excess of our 
estimated £12m total cost of claims per annum 
(see above). 

Extension to the ‘scope of duty’ 

3.8 Today the surveyor is increasingly at risk 
from claims by both clients and third parties in 
contract and in tort. Professional liability and 
associated PI insurance difficulties were experi- 
enced earlier this decade and still exist. The 
scope of a surveyor’s duty of care has gradually 



been extended, not through Parliament, but by 
judicial decision. The legal rules of liability have 
become more complex, and recent case law has 
emphasised the inability of the surveyor to 
exclude liability in most cases. This increases 
both the insurers’ perception of risk and the 
insurance premiums charged. It has to be 
recognised that higher premiums contribute to 
higher costs for the public to bear. 

Run-off and Knock-on 

3.9 It is worth highlighting some aspects of 
liability which are of concern to surveyors: 

(i) Under existing law liability for negli- 
gence may continue so that retired 
practitioners have continuing liability 
which passes to their estate on death 
and has to be insured against through 
the placing of ‘run-off cover. This 
problem could be diminished for profes- 
sionals if there was a better defined and 
shorter statutory period of time beyond 
which claims could not be brought; 

(ii) There is a ‘knock-on’ effect in some 
actions whereby a number of profes- 
sionals, eg a surveyor, an engineer and 
an architect may all be sued by a single 
claimant. On the basis of joint and 
several liability and regardless of the 
proportion of damages for which the 
surveyor is adjudged liable, if all the 
other co-defendants go into liquidation 
or go bankrupt, he has to meet the full 
claim himself, through his insurance 
cover or his personal assets. The Study 
Team were unable to judge the exact 
size of the problem as no statistics are 
available, but it is of some concern to 
surveyors. 

Reactions to Risk 

3 . 10 As some areas of surveyors’ liabilities are 
emphasised and other areas emerge, it is feared 
that increasingly practitioners will react by 
ceasing to offer certain services which are 
regarded as too costly to provide. Alternatively 
they may engage in defensive practices by 
inserting hedging and qualifying comments in 
reports. Each of these reactions is already in 
evidence. Neither is in the public interest and a 
reduction in the quality and scope of services on 
offer merely reflects the greater exposure to 
negligence claims (see para 5.19). 

3.11 In speaking about liability problems in a 
House of Lords debate on professional liability 
in 1987 Lord Morton of Shuna stated: 

“ . . . a very strong public interest is involved, 
not necessarily different from the interests of 
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the profession. The public interest is vital if 
standards . . . are to remain high and perhaps 
even be enhanced. What we, as a society, 
should be seeking is an even higher standard 
of ability, accuracy and professional integrity. 
It is at least doubtful whether this is best 
achieved by making the adviser constantly 
worried about the threat of htigation”. 

3.12 Also the public is better advised; conse- 
quently surveyors now operate in a more 
litigous society. The idea of suing the profes- 
sional has become popular in this country with 
the risk of litigation growing all the time. If a 
similar situation arises here as has happened in 
the USA where litigation is commonplace (see 
para 7.14), it is the public who will eventually 
have to bear the cost and who will suffer. The 
number of claims settled without payment by 
insurers (50 per cent) might indicate that many 
have no reasonable basis in fact. 

3.13 The Study Team approves of and wel- 
comes any moves which practitioners make 
towards quality assurance. The adoption of 
appropriate critical paths, programming and 
marshalling all the necessary ingredients for 
decision making, and perfecting methods by 
which to achieve results, all he along the route 
to a reduction in claims. Part of the required 
practical approach is to suggest that all prac- 
titioners adopt the highest in-house standards. 
More important, the Government should re- 
consider their position towards competence 
standards being applied generally, including the 
introduction of regulations under section 22 of 
the Estate Agents Act 1979 (see para 8.4 (hi)). 
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SECTION 4 

Consumer Considerations 



4.1 Consumers want a quick, cheap, com- 
petent service which always provides the right 
answer. These aims are not always compatible. 
Clearly the more carefully controlled and com- 
prehensive the service offered the more it will 
cost and the longer it will take to deliver. The 
April 1989 House of Lords decisions may make 
a move in this direction inevitable. 

Consumer Survey 

4.2 To assist the Study Team’s knowledge of 

the public’s understanding and expectations of 
the services on offer, a random sample of users 
was invited to complete a Questionnaire. A 
total of 942 questionnaires were sent out to 
individuals, companies and public sector 
bodies. 364 rephes were received; a response of 
38.6 per cent. Of those who responded, 133 
(36.5 per cent) had not used any of the services 
listed in the questionnaire. The four main 
services used by those responding were: Estate 
Agency— 170 (73.6 per cent); Property 

Valuation— 105 (45.5 per cent); Full Structural 
Survey or House/Flat buyers report— 94 (40.7 
per cent); Mortgage Valuation— 92 (39.8 per 
cent). (A summary of these main findings set 
out here is at Annexe VI.) 

4.3 The number of replies received was above 
average for a survey of this kind and provided a 
representative sample of a reasonable size. 
Furthermore the results were consistent with 
our conclusions drawn from the insurance 
statistics we have examined. For example the 
incidence of claims or possible claims was 
typically low (see para 3.1). Only 26 (11.3 per 
cent) of those who had used some of the 
services said they were dissatisfied with the 
services provided. Of these, only 4 (1.7 per 
cent) had brought a claim within the last five 
years— none with legal aid. Only one of those 
was dissatisfied with the way the claim was 
handled ‘because he lost’. 

Typical Cases 

4.4 It was clear to the Study Team that in 
order to explore the issues being raised we 
needed to acquaint ourselves with the range of 
negligence cases which could arise. Some 
examples of professional neghgence cases 
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brought against surveyors, and demonstrating 
the variety of circumstances which can be 
involved, are as follows: 

(1) An outline planning permission obtained 
by a developer was allowed to lapse by 
his professional adviser and the local 
planning authority indicated that any 
further application for outline planning 
permission was likely to be refused. The 
professional was successfully sued in the 
Courts for negligence by the developer; 

(2) A proposal to reduce a rating assess- 
ment on an empty old warehouse to a 
nominal figure was withdrawn by a 
professional adviser without the autho- 
rity of his client who was then presented 
with rate demands. The claim for dam- 
ages was settled out of court; 

(3) A surveyor inspecting a house on behalf 
of a building society for loan purposes 
for roof repairs offered extra advice 
beyond his remit. The surveyor’s advice 
to replace the felt with tiles was acted on 
by the borrower, and caused a collapse 
of the roof. The surveyor was held 
personally liable; 

(4) Managing agents failed to take action in 
time on a rent review because the details 
were omitted from their records in 
error; 

(5) An estate agent recommended to the 
prospective purchaser of a houseboat 
someone who called himself a surveyor 
but had no formal qualifications and 
proved to be incompetent. The boat was 
purchased on the ‘surveyor’s’ advice and 
then found to have no more than scrap 
value; the purchaser sued the estate 
agent; 

(6) Estate Agents allowed shop premises 
for sale to be viewed unaccompanied, 
and some of the fixtures and fittings 
were stolen; 

(7) Contrary to the conditions of sale an 
auctioneer’s employee permitted pur- 
chases to be removed, on receipt of a 
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cheque— which later turned out to have 
been stolen; 

(8) A Landlord wished to recover posses- 
sion of his farm. He was prevented 
because his land agent failed to be 
aware of the death of the surviving joint 
tenant, and failed to serve notice to 
quit, within three months of the death, 
on the grandson who was running the 
farm and became a protected tenant. 

(These examples were not obtained from the 
answers to our Questionnaire.) 

Consumers’ Association 

4.5 In addition to the responses to the Clients 
Questionnaire we received comments from 
organisations and individuals [See Annexe IV] 
on the client/consumer aspects of the review and 
the public interest element, and discussed the 
issues raised with representatives of the Con- 
sumers’ Association and the National Con- 
sumer Council. In essence the consumer case is 
best illustrated by the comments of the Con- 
sumers’ Association. They have indicated that 
they are principally concerned about: 

(1) consumer difficulties experienced in 
pursuing claims; 

(2) consumer difficulties in obtaining expert 
witnesses; 

(3) the significant distinction between 
errors of judgement which do not give 
rise to compensation, and negligence 
which does; 

(4) uncertainty in the law so that consumers 
and professionals do not know where 
they stand; 

(5) consumer entitlement to compensation 
for negligence. 

(The full text of the Consumers’ Association’s 
letter is at Annexe V.) 

4.6 The Consumers’ Association’s doubts 
over the adequacy of remedies for negligence, 
prompts the question, whether all surveyors 
should carry PI insurance. Some estate agents 
are not members of professional bodies and 
‘surveying’ is a non statutory profession. 
Hence, while a person cannot call him or herself 
a ‘chartered surveyor’ for example, without 
being a qualified member of the RICS, anyone 
can adopt the title of surveyor and undertake 
surveying activities. Unqualified people may 
not be members, for example, of the RICS or 
ISVA and thus will not be subject to profes- 
sional disciplines and in particular will not be 
required to carry PI insurance. In the circum- 



stances the Study Team considers that PI 
insurance cover should be a mandatory 
requirement for all those providing surveying 
services, whether formally qualified or not (see 
para 8.4 (v)). 

National Consumer Council 

4.7 We have also studied the National Con- 
sumer Council’s Report ‘Complaints about 
Negligent House SurveysA^aluations’ which 
recommended: 

(1) that the Building Societies Ombudsman 
should be able to deal with complaints 
that prior to the grant of a mortgage the 
building society had been negligent in 
the provision of a survey or valuation; 

(2) that the Legal Aid Board should address 
the problems caused to consumers by 
the rigid application of the means test; 

(3) consumers should consider carefully 
whether they should obtain a survey of 
their own rather than relying on a 
building society valuation and that 
building societies should ensure that 
prospective borrowers are aware of the 
nature and worth of a valuation 
obtained by the society. 

4.8 We have carefully considered the points 
made by the Consumers’ Association and the 
National Consumer Council and appreciate 
their concern. The proposal for extending the 
Building Societies Ombudsman is discussed in 
paras 5.29 and 5.30; the allocation of legal aid is 
considered in paras 5.21-5.28; and the need for 
better consumer understanding of what mort- 
gage valuations and surveys provide is covered 
in para 4.18 and 8.4(i). This last matter has also 
been taken up by the Consumers’ Association 
in the ‘Which?’ ‘Report on House Transfer’ and 
more recently in the February 1989 ‘Which?’ 
Survey ‘How Surveyors Measure Up’ which 
supports the idea of vendor surveys (see para 
4.9), supports changing the rules on compensa- 
tion so that the amount awarded will meet the 
cost of putting faults right (see para 5.11), and is 
concerned to retain unlimited liability for cases 
involving individual consumers (see para 6.20 
and 7.15). Of particular importance is that it 
fairly, fully, and clearly spells out for its 
members the differences between, and the aims 
of, valuations and surveys; it is an excellent 
guide to understanding these services . 

The Law Commission Papers 

4.9 In addition we have studied two consul- 
tation papers, published by the Conveyancing 
Standing Committee of the Law Commission in 
November 1988, in which it was proposed that 
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house sellers should tell buyers what is wrong 
with their property. Currently vendors are not 
obliged to provide any information concerning 
the physical condition of the property for sale to 
prospective purchasers, who have to find out all 
the material facts for themselves. The Com- 
mittee proposed that vendors should be under a 
legal duty to disclose in advance all the material 
facts about their property which they know or 
ought to know. The Standing Committee wants 
the whole issue of disclosure by vendors re- 
examined as part of the current conveyancing 
debate. 



4.10 The abandonment of the caveat emptor 
principle was not part of the remit of the Study 
Team. However, we doubt whether the survey 
aspect is a cause of delay in house purchase. If 
there is a proper case for arguing that there are 
enforced and unwanted delays, then the Study 
Team considered that such delays were more 
likely to be caused by the inability of local 
authorities, and the land registration system 
itself, actually to carry out the work in connec- 
tion with searches within an acceptable time 

frame. 

4.11 Any move towards a greater duty to 
disclose or, indeed, a requirement for vendor 
surveys, would clearly widen the scope for 
actions in negligence against professionals as 
well as vendors, and from an unknown number 
of third parties on a variety of grounds. A 
fundamental defect of a system of vendor 
surveys is that it could create a serious conflict 
of interest for a surveyor. Moreover it is 
possible to conceive circumstances in which a 
surveyor could be sued by both a vendor and a 
possible or actual purchaser. It will be for 
others to say whether the resources exist to 
handle a vastly increased volume of survey 
work without contributing to the alleged exist- 
ing delays, but in passing we have noted how 
few building surveys are carried out: it is 
estimated that approximately 5 per cent of 
housebuyers opt for a building ie full structural 
survey, about 8 per cent have housebuyers 
reports, and some 87 per cent opt for mortgage 
valuations alone. 



Other Consultations 

4.12 It is appropriate here to refer to the 
discussions held by the Study Team with prac- 
titioners in different parts of the country. To 
obtain a regional perspective we held meetings 
outside London including the North East, the 
South West, and the North West. Also we 
consulted the Building Society movement, both 
the BSA and individual societies. 



4.13 The Study Team can record that genuine 
concern has been expressed about the need to 
safeguard the future interests of consumers 
specifically and the public generally. For 
example, auctioneers connected with fine art 
have made the point that British firms, unlike 
those in other countries, have traditionally 
operated as consignment auctioneers ie the 
auctioneer conducts business on an agency 
basis, selling chattels on behalf of the client. 
The converse— that the auctioneer buys in and 
then sells— is open to a conflict of interest and 
the possibility of detriment to the client who 
originally sold to the auctioneer. Similarly 
where the selling of financial services is linked 
to eg house purchase, including the valuation/ 
survey arrangements, the client might be press- 
urised into buying the other products. 

Cost to the Consumer 

4.14 One of the Study Team’s concerns was 
tlie financial effect on the consumer of sur- 
veyors’ fears about negligence risks and PI 
insurance considerations. Ultimately it is the 
consumer who has to pay. At a time of intense 
competition between practitioners, lower costs 
for the public might result in the short term. But 
in the longer term fees will almost certainly rise. 
Similarly shifts in the level of PI insurance 
premiums will also affect the level of fees 
charged. Uncertainty about liability in law also 
adversely affects the consumer since advice 
given will be more restricted and qualified than 
hitherto. Clearly a more stable and certain 
climate would be in the public interest. 

4.15 The professional bodies for surveyors 
consciously maintain and promote the stand- 
ards of the profession for the public advantage. 
Furthermore, they are in no doubt that it is in 
the public interest for professional people to 
provide their services competently and with due 
skill and care, and for the victim of professional 
negligence to be compensated. 

Quality Assurance 

4.16 In looking at the standards of the profes- 
sion, the Study Team has considered whether 
the public interest might be better served 
through Quality Assurance. Quality Assurance, 
a declaration given to inspire confidence that a 
particular organisation is capable of consistently 
satisfying need, is provided through a Quality 
System. This system is an organisational struc- 
ture of responsibilities, activities, resources and 
events that together provide procedures and 
methods of implementation to ensure the capa- 
bility of an organisation to meet quality 
requirements. The ground rules, induding 
those for certification, are laid down in British 
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Standard BS 5750. A simple definition included 
in a paper published by the RICS in January 
1989 is: ‘Plan what you do, do what you plan; 
and record what you’ve done’. 

4.17 It might be thought inappropriate, given 
that surveying is not an exact science, to try to 
apply a quality system to surveying services. As 
already pointed out in para 2.4, the service 
cannot objectively be guaranteed, but the great 
need is to institute risk management procedures 
which will mean that occasions for exercising 
judgement are always contained within a tight 
framework of ascertained fact and verified 
understanding. The RICS, ISVA, and other 
bodies can help to educate surveyors to come to 
terms with risk management, indeed even to 
embrace the full rigour of a quality assured 
service, but what will be achieved is an 
improved or guaranteed method, not a guaran- 
tee that the answer is right. 

Public Understanding 

4.18 Against this background it is not surpris- 
ing and is generally agreed that the public is 
greatly confused about the nature of surveying 
services, especially for mortgage valuations and 
structural surveys. To assist surveyors in 
explaining to the consumer the services on 
offer, the RICS, for example, have prepared 
written terms of engagement for some activities 
and some individual firms have prepared 
descriptions of the range of facilities available, 
from which selections may be made. However 
in the face of extreme competition time does 
not always allow a ‘know-your-customer/know- 
your-suppher’ routine to operate smoothly. 
Both professionals and clients are often in too 
much of a hurry to give as much time and 
attention as they should ideally to the initial 
informal consideration of the task to be under- 
taken. Risk management procedures should 
address the problem, but as the ‘Which?’ 
Survey of February 1989 indicates, large sec- 
tions of the public still do not understand the 
nature of surveying services. 

Loan Certificates 

4.19 One suggestion we have considered as a 
means of containing the liability of the profes- 
sional is that instead of mortgage valuations, a 
certificate be sought for the amount of loan 
required to buy a property. The idea is superfi- 
cially very attractive but on examination it 
proved fraught with difficulties, not least that a 
valuer is being asked to do something for which 
he is not trained and not qualified. A Certificate 
of Value would not solve the problem either 
since it is really a valuation by another name. 
On a more practical note, such a scheme would 



only work if the certificate was interchangeable 
between societies which would, contrary to 
present practice, have to operate compatible 
computer records systems and standardise pro- 
cedures for valuation reports. A ‘floating’ 
certificate would rapidly go out of date. 

Striking a Balance 

4.20 “The issue is not one of the professions’ 
interests as against the consumers’. It is a 
question of establishing a fair balance” (Lord 
Chorley speaking in the Debate on Civil 
Liability and the Professions in the House of 
Lords on 18 March 1987). A system which is fair 
to all parties and provides prompt and fair 
compensation must be encouraged. The rights 
of one party should not be promoted at the 
expense of the rights of the other, otherwise the 
resultant imbalance would be of indirect but 
far-reaching detriment to the economic health 
of the community. 
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SECTION 5 

Legal Aspects 



5.1 Our terms of reference ask us to; 

“Obtain information about how the law has 
operated in the pust and how it currently 
operates in relation to actions in negligence 
against members of the profession ...” 

and to consider how international, particularly 
EC developments, have affected or may affect 
the above. 

Current Law 

5.2 The principal ways in which the law 
operates must be considered in relation to: 
contract; tort; and statutory intervention (which 
of course affects both contract and tort). 

Contract 

5.3 A professional man’s liability in contract 
arises only as between him and the person with 
whom he enters into the contract. It does not, in 
general, extend to third parties. The liability 
which a professional man undertakes in con- 
tract depends on the terms of the contract. 
Those terms may be express or implied. If the 
contract is recorded in writing, proof of the 
express terms will not cause difficulty. If the 
contract is oral, proof of the terms may prove 
difficult, either because the parties cannot 
remember what the terms were, or because they 
disagree as to what they were. For this reason, 
one of the concerns which has been expressed is 
the frequency (or lack of it) with which instruc- 
tions are confirmed in writing before they are 
acted upon. There are signs that, force majeure, 
matters are improving: 55 per cent of those 
responding to the Professionals follow-up 
Questionnaire said that they had changed their 
working methods because of PI considerations. 

5.4 Often, however, the parties have not 
agreed terms, or have agreed terms which give 
only a partial picture. In this event the law will 
often imply terms. Where the contract is for the 
production of a thing (including a building) the 
court will usually imply a term that the thing 
will be reasonably fit for the purpose for which 
it was produced. In effect, this means that the 
maker of a thing is required by law to guarantee 
that the thing he produced will work. However, 
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where the contract is a contract for the provi- 
sion of advice, the court will not imply a term 
that the advice is correct. It takes the view that 
many of the tasks required to be undertaken by 
professional men do not admit of a ‘right’ 
answer. In such cases, unless there are excep- 
tional circumstances, the law will imply a term 
to the effect that the advice is given with 
reasonable skill and care. The common law has 
now been codified in this respect in the Supply 
of Goods and Services Act 1982^. 

5.5 One question to be answered is whether 
the distinction between the standard of per- 
formance required of the maker of a thing and 
the giver of advice is justified from the point of 
view of the consumer? Is it justified as a 
protection for the professional? In our view it 
probably is, because to impose on the giver of 
advice a requirement that his advice will be 
right imposes an impossible burden on the 
professional in most cases and adds a further 
dimension to the whole raft of problems. For 
example, if the surveyor is required to be right, 
he must have the opportunity to carry out the 
necessary investigations. But in the case of a 
building survey he may not be given the 
opportunity to investigate fully without access 
to the floorboards. And most vendors would 
not allow surveyors to lift carpets etc. In the 
case of a house survey where access is allowed 
the problems might not be so great, but in the 
case of a valuation there is in any event no exact 
answer. 

5.6 Traditionally the common law has allowed 
parties to enter into whatever contracts they 
please. However, there has been a steady 
retreat from freedom of contract over many 
years, and the Court now has wide powers to 
intervene under the Unfair Contract Terms Act 
1977. In particular section 3 prohibits the 
exclusion or restriction of liability for breach of 
contract unless the clause in question satisfies 
the test of reasonableness^. The Act offers a 
number of guidelines to assist in defining what 
is reasonable"^ but ultimately the question is one 
for the judge. Thus where parties enter into a 
contract which contains terms which seek to 
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exclude or limit liability for breach neither party 
can be sure, at the time of entry into the 
agreement, whether it is effectively legally 
binding. While we have no quarrel with the 
principle of protecting consumers against unfair 
contract terms, it would be desirable for this to 
be done in advance of making the contract, 
thereby promoting certainty. 

5.7 It was once thought that a surveyor could 
only incur liability for professional negligence in 
contract and only to his client. For some time 
the courts have decided that a surveyor can 
incur liability to his client in contract and in tort 
and to a third party in tort usually for common 
law negligence. Certain aspects of negligence in 
tort can be highlighted. 

Tort 

5.8 First, liability in tort depends on fault, ie 
proof by the plaintiff that the defendant profes- 
sional has fallen short of the standard of skill 
and care to be expected from the ordinary 
member of that profession, coupled with proof 
of damage caused by that fault. However, the 
Courts may not be the best place to determine 
questions of professional fault. Courts can only 
act on the basis of expert evidence, with the 
inevitable result that the ‘better witness’ often 
wins the case. We have considered the possibil- 
ity of alternatives to going to court; we have 
also looked at the scope of the Building 
Societies Ombudsman (see para 5.29), and 
other dispute mechanisms (see para 5.32). 

5.9 The kind of damage which it is necessary 
to prove depends in part on the nature of the 
claim. In most cases the damage must be 
damage to some pre-existing property of the 
plaintiff or to his person. The law takes the view 
that a person has the right to have his body and 
his property protected from the carelessness of 
other people; but if he is acquiring a thing 
(including a building) from another person, he 
must protect himself against defects in that 
thing by the terms of the contract under which 
he acquires it. In general, therefore, the law of 
tort does not provide a remedy for what is 
described as pure economic loss. 

5.10 This is not so where what is given is 
advice. In such a case, the plaintiff is entitled to 
claim for pure economic loss. If a surveyor 
neghgently surveys a house, with the result that 
the plaintiff pays too much for it, the plaintiff is 
entitled to recover damages equivalent to the 
difference between what he paid for the house 
and its true value at the date of purchase. Is this 
distinction justified? Since the purpose of the 
advice is normally to guard against economic 



loss, we believe the distinction is justified. 
However, the measure of damage needs con- 
sideration. 

5.11 The Consumers’ Association have argued 
that if a negligence claim is successful, the 
consumer should be awarded the amount it will 
take to put any faults right— not just the 
difference between what was paid for the 
property and what should have been paid ie 
diminution of value. It is common to find that 
the diminution in market value is less than the 
cost of putting right the defect, although in 
some cases they may be the same. The discrep- 
ancy between the two is more likely to be found 
in small cases, because there is always a band of 
values which could be said to be the market 
value of a particular property. Although the 
award of damages based upon diminution in 
market value follows logically from the general 
principles upon which damages are awarded, 
we believe that, particularly in small cases, the 
consumer is not adequately compensated. This 
would require a change in the law. Any change 
would in our view need to eliminate, where 
practicable, betterment which would otherwise 
accrue to the consumer. However we can see 
merit in this approach within a given ceihng, 
and believe that it should be explored more 
fully (see para 8.6 (xii)). 

5.12 Secondly, the duty imposed by law is not 
merely a duty of care, but also a duty of skill. 
The professional may be liable in negligence 
despite being extremely careful if he did not 
have the requisite skill to deal with the problem 
in hand‘d. If the professional holds himself out as 
an expert in a particular field, that is the 
standard which will be required of him-''. 

5.13 Thirdly, the duty of care imposed by the 
law goes further than a duty to the client; it is 
also to a third party. Its limits, are to a large 
extent dependent on the current tide of judicial 
opinion. It is now clear that the duty of a 
surveyor acting for a lender will extend to the 
borrower and vice versa^; a surveyor acting for 
a vendor may owe a duty to the purchaser, even 
subsequent purchasers, but probably not to the 
neighbours'^. The same duty is owed whether 
the advice is given for a large fee or for nothing 
at all. The leading textbook on Professional 
Neghgence concludes: 

“Since the matter depends upon the parti- 
cular facts and circumstances of each case it is 
impossible to catalogue the range of third 
persons to whom the surveyor may owe a 
duty of care^.” 

5.14 This is clearly a difficult position for the 
professional. However, it is likely that in the 
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case of the services with which this Study Team 
is concerned this problem is usually regarded as 
being of less gravity than in the case of the 
professional services being reviewed by the 
other Study Teams. The reason for this 
difference is that the relationship between 
consumer and surveyor ip, usually more perso- 
nal, more straightforward, and direct. It has 
also been unclear whether the professional 
could exclude his duty of care to third parties by 
some form of notice or agreement since the 
decisions on two relevant cases in the Court of 
Appeal were divided. The House of Lords 
reviewed them in April 1989 but while remov- 
ing one uncertainty, others have emerged (see 
para 5.18(e)). 

5.15 Fourthly, there is the case of j oint tortfea- 
sors where the plaintiffs loss is caused by the 
negligence of more than one person, and he is 
entitled to sue each of them for the full amount 
of his loss. As between themselves, the tortfea- 
sors are required to contribute according to the 
degree of responsibility for the loss, but this 
apportionment is of no concern to the plaintiff. 
In a sense therefore, each potential defendant is 
the guarantor of the solvency of the other 
potential defendants. This is widely seen as an 
injustice. We agree with this view; if a man is 60 
per cent responsible for a loss it is inequitable 
that he should be exposed to liability for 100 per 
cent of that loss (see paras 3.9 (ii) and 
9.7-9.10). 

5.16 Fifthly, since the tort of negligence 
requires a combination of carelessness and 
damage, it follows that no cause of action arises 
until damage is caused. In the case of a 
negligent house survey the damage is said to 
occur when the house is bought, for the plaintiff 
has then spent his money. But in other cases 
there may be a considerable period between the 
act or omission complained of and the occur- 
rence of the damage. Concern about the appli- 
cation of the law of tort to negligence is not 
new; in 1978, for example, the Royal Commis- 
sion on Civil Liability under Lord Pearson 
looked at the tort system. 

Case Law 

5.17 In the last decade professional liability 
for negligence has been extended more and 
more by the Courts to what some would argue is 
an almost excessive degree. In 1972 Lord 
Denning stated; 

“In recent years the law of negligence has 

been transformed out of all recognition”. 

Some fifteen years later Lord Denning stated in 
a House of Lords’ Debate; 



“A reasonable, prudent man has been trans- 
formed by the law into the perfect man who 
never makes an error of judgement, who 
never looks on one side and who never 
forgets anything he has learnt in the past. It 
has come to the situation where, even if there 
has been an error of judgement or any little 
mistake or mischance, the law holds the 
professional man negligent.” 

5.18 In 1981 the decision in Yianni v Edwin 
Evans & Sons extended the liability of a valuer 
acting for a client, a lender, to a third party, the 
mortgagor/purchaser. The court held the bor- 
rower to be entitled to rely on the valuation 
even though he had not seen it. Since then 
several other cases have extended the ground 
rules for suing for negligence; 

(a) in assessing damages recovered by a 
lender, the lender is not bound to 
enforce the borrower’s contractual 
liability to repay the loan^^ 

(b) grants received by a plaintiff do not 
reduce the amount of damages recover- 
able for a negligent survey^ ^ 

(c) a surveyor must follow the trail of 
suspicion even if this involves lifting 
carpets or moving furniture^^ 

(d) a surveyor instructed to handle a rating 
valuation was liable for the inability of 
his client to buy the freehold under the 
Leasehold Reform Act 1967^^ 

(e) in April 1989 the House of Lords upheld 
the decision in Yianni v Edwin Evans & 
Sons in their decisions on Smith v Eric S 
Bush, and on Harris v Wyre Forest, and 
also decided that a valuer preparing a 
mortgage valuation of an inexpensive 
dwelling house could not, by notice, 
prevent a duty of care to the borrower 
arising, where he knew that his valu- 
ation was likely to be relied on by the 
borrower. The court did not however 
decide whether the same principles 
would apply to a valuation of an expen- 
sive house or to a valuation of commer- 
cial property. For the time being, there- 
fore, the law remains unclear in this 
respect^. 

Implications of Court Decisions 

5.19 As a result of these decisions thus far, 
claims particularly for valuation and survey 
work have increased dramatically, insurance 
premiums have increased, and professional 
concern, fear of liability risks and the attendant 
uncertainty have also increased. There is a little 
evidence from the Professionals Questionnaire 
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that the availability of services on offer is 
declining with some 30 per cent of respondents 
cutting back residential services and some 25 
per cent reducing commercial services (see 
Annexe VII). In consequence it is feared that 
the consumer specifically and the public gen- 
erally will suffer ultimately and be forced to 
bear the outcome. 

5.20 The main problem for the professional is 
one of uncertainty. Statutory intervention has, 
if anything, increased the uncertainty. First 
there is the wide judicial discretion implicit in 
the Unfair Contract Terms Act 1977, coupled 
with the uncertain scope of its application. 
Secondly the amendments to the Limitation Act 
introduced by the Latent Damage Act 1986 
potentially have extended considerably the 
period for which the professional is liable (and 
will consequently have to remain insured). But 
to some extent the uncertainty is a problem for 
the consumer too (see para 4.5). 



Legal Aid 

5.21 In the course of the review it was 
repeatedly put to us that the way in which the 
legal aid system is operated works unfairly 
against the surveyor against whom a claim for 
professional negligence is pursued through the 
courts. It is argued that the settlement of a case 
is discouraged by the legal aid system. Under 
the Act, the legal aid fund has a first charge on 
any property recovered or preserved in the 
action. That charge is always enforced. It is 
recognised that plaintiffs who are not legally 
aided, who are suing surveyors, have to take 
into account their own costs and, if the action 
fails, the cost of the defendants’ solicitors, when 
considering whether to pursue their cases. This 
liability for costs also affects the judgement of 
plaintiffs in relation to any offer by defendants 
to settle out of court. But legally aided plaintiffs 
know that out of any damages they recover 
from defendants (or their insurers) they must 
first pay the legal aid fund; they are, therefore, 
only liable for their own costs and normally do 
not face a real risk of having to pay the 
defendants’ surveyors’ costs should their action 
fail. In some cases this discourages settlement. 

5.22 The Study Team has noted that use of 
legal aid is also open to question in the case of 
alleged negligence by professions other than 
that of surveying. For example it was reported 
by the press last year that a study of 100 random 
files of medical negligence cases in the West 
Midlands revealed that at the end of three years 
73 per cent of these legally aided actions had 
been withdrawn; 12 settled out of court; one 



lost in court by the plaintiff; 14 were pending of 
which nine were likely to reach court. 

5.23 It seems that where a claimant in a 
surveying or valuation case is known to be 
legally aided the inclination of the defendant is 
to settle quickly out of court even when the 
claim is thought to be worth fighting on its 
merits, simply because the case would be too 
expensive in terms of costs and time and 
because even if the defence was successful the 
costs of the defence could not be recovered 
from the legal aid fund unless severe financial 
hardship could be proved under the terms of the 
Legal Aid Act 1988. In such cases we believe 
that the operation of the legal aid system goes 
too far in protecting the interests of the legally 
aided litigant and the public purse and is unfair 
to the non-legally aided defendant. 

5.24 We have tried to obtain hard evidence to 
support or refute these views, but this has not 
been easy. We consulted the Lord Chancellor’s 
Department who advised us that of the total net 
expenditure on civil legal aid in 1987/88 of 
£117.1 million, a net sum of £44 million was 
spent on non-matrimonial civil legal aid. It is 
not possible to identify how much of the latter 
goes into fighting negligence cases against 
surveyors. 

5.25 It seems from the figures provided by the 
Lord Chancellor’s Department, that of all the 
cases coming before the Court of Appeal, Civil 
Division in 1987, there were 31 cases involving 
‘building disputes’ (professional negligence by 
architects, structural engineers and other pro- 
fessional builders) and ‘other professional 
negligence’ (all professional negligence other 
than that included under ‘building disputes’). 
While these are very broad brush categories it is 
interesting to note that in 1985 there were only 
10 such cases, representing 1.2 per cent of the 
total cases as against 3.4 per cent in 1987. This is 
an upward trend in line with all our other 
findings. However, the number of these cases 
which involve legally aided plaintiffs is not 
known. 

5.26 We have heard from the insurance indus- 
try that time and again the fact that a claimant is 
legally aided means that the building societies 
with in-house valuers, or individual surveyors, 
will settle out of court regardless of the validity 
of a case. As a result premiums are increased 
and the costs in turn are ultimately passed to 
consumers through increased fees. 

5.27 Finally, and again this is anecdotal, it is 
suggested that because of the way the legal aid 
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system operates, particularly on the question of 
costs, the advice given to many legally aided 
clients by their solicitors is to take their claim all 
the way through the courts. We believe this to 
be the case although we are aware, as the Lord 
Chancellor’s Department have pointed out, 
that the system is designed to prevent the 
expenditure of taxpayers’ money in cases where 
it would not be justified and to protect unassis- 
ted litigants from having to defend unreasona- 
ble cases. It has also been pointed out that the 
legal aid arrangements do recognise that oppo- 
nents of legally aided parties should be pro~ 
tected as far as possible both from unjustified 
suits and from legal aid being used to threaten 
those who must fund their own cases. 

5.28 We consider, however, that the legal aid 
system is unduly favourable to a legally aided 
plaintiff. A successful non-legally aided defend- 
ant should be entitled to recover his costs 
against the legal aid fund — as a matter of 
course, in the same way as he would be entitled 
to recover his costs against a non-legally aided 
plaintiff. We recognise that this will require an 
increase in public funds allocated to civil legal 
aid. However the net sum spent on non- 
matrimonial legal aid is currently only £44m 
across the whole range of civil cases and we do 
not think that an increase in public funds 
allocated to legal aid is too great a price to pay 
to remedy a widely perceived injustice and one 
which tends to increase the price of services to 
the consumer (see para 4.14). 

Ombudsman 

5.29 It has been strongly recommended to the 
Study Team by the National Consumer Council 
and the Consumers’ Association, that the 
Building Societies Ombudsman’s powers should 
be extended to enable negligence claims to be 
handled. On the face of it the proposal has 
much to recommend it involving as it does an 
independent body which would remove the 
consumer’s fear of going to court; it is also 
claimed that wider references to the Ombuds- 
man would save time and money, and avoid the 
need for expert witnesses. However, in prac- 
tice, it would not obviate the need for an 
exhaustive review of the issues involved and this 
would imply the need for expert witnesses. 
Alternatively the Ombudsman would need his 
own team of experts to cover the whole country 
so as to be able to assess each claim individually 
but this would present a major resourcing 
problem. 

5.30 Maladministration raises very different 
questions from those arising on negligence 
compensation and damages. In the latter case 
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either a physical examination of the property is 
involved or a rigorous examination of expert 
witnesses. Consequently the savings in costs 
and time would not be as great as has been 
suggested. More seriously, in evidence it was 
proposed by the consumer bodies that the 
Ombudsman would not be an absolute alternat- 
ive to the Courts and that proceedings in front 
of the Ombudsman would not preclude subse- 
quent proceedings in court. The Study Team 
felt that such an arrangement would prejudice 
the court hearing. However we have looked at 
this option again in our recommendations for 
further action (see para 8.5 (viii)). 

Model Clause ‘Certification’ 

5.31 Another possibility we have considered 
which might assist in ameliorating the problems 
of negligence claims across the whole range of 
surveying services concerns the use of recog- 
nised standard exclusion or limitation of 
liability clauses in a contract. A scheme might 
be devised whereby a statutory body like the 
Office of Fair Trading approves standard 
clauses submitted by professional organisations 
for use by their members and others, and 
certifies that it is a reasonable clause for 
incorporation into a contract between a profes- 
sional and a consumer. The effect of approval 
would be to remove the Court’s powers to 
invalidate the terms of the contract after the 
event. It would require amendment of the 
Unfair Contract Terms Act 1977 so that the 
operation of the Act would not then apply to a 
contract made on those terms. Both parties to 
the contract would know that if they contract 
upon OFT— approved terms, they are bound by 
the contract, and there is no possibility of the 
Court striking down an exemption clause. This 
proposal would promote certainty and enable 
insurers more accurately to gauge the risks 
which they underwrite. 

Other Dispute Mechanism— The RICS Arbit- 
ration Scheme 

5.32 The Chartered Surveyors Arbitration 
Scheme was introduced in June 1988 to provide 
an informal and inexpensive means of settling 
simple disputes between chartered surveyors 
and their clients. Under the Scheme an 
independent arbitrator is appointed ^ 
eligible disputes, each party paying a £57.50p 
registration fee. Parties agreeing to use the 
scheme are both bound by the result and further 
action on the same matter in court is thereafter 
precluded, but a surveyor is not obliged to 
agree to use the scheme. 

5.33 This scheme sets no financial ceiling on 
the size of the case which can be handled, and 
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helps reduce the costs of settlement at an early 
stage. To ensure that it would be seen to be 
independent, the RICS asked the Chartered 
Institute of Arbitrators to administer the scheme; 
nevertheless it is clear that the consumer doubts 
its independence. Moreover the scheme does 
not cover disputes between building society 
valuers and surveyors and their clients. Despite 
these drawbacks we believe that the scheme has 
potential for a wider application, particularly in 
handling non-lender disputes. 

Note: 

References in the Text of Section 5— are to be 
found in Annexe VIII. 



Printed image digitised by the University of Southampton Library Digitisation Unit 



SECTION 6 

Insurance Aspects 



6.1 A number of professional bodies require 
compulsory PI insurance. 

6.2 Under the RICS rules of membership, 
since 1 January 1986 all Chartered Surveyors in 
private practice, on their own account or as 
partners, or as directors of a company, who are 
members of the RICS are required to carry 
professional indemnity insurance against claims 
for breach of professional duty. Their insurance 
cover may be obtained wherever members 
choose, but it must be ‘no less comprehensive’ 
than the cover provided by the policy issued by 
RICS Insurance Services Limited. Members 
must carry as a minimum indemnity insurance 
up to £100,000 if the gross fee income does not 
exceed that amount or £250,000 if it does. 

6.3 The conditions imposed by the ISVA on 
its members are virtually identical and expressly 
require insurance cover to be held for negli- 
gence and breach of professional duty, breach 
of contract, breach of warranty of authority, 
conversion and also against dishonesty by any 
past, present or future partner, director or 
employee of the member (and therefore, cover 
is similar in scope to that provided by RICSIS). 
The minimum amount of insurance specified is 
£100,000 for sole principals and £250,000 for 
other firms wherein at least one of the partners 
or directors is a Corporate member of ISVA. 
The ISVA’s scheme, mandatory since 1 Octo- 
ber 1982, is run by Valuers Auctioneers md 
Estate Agents Group Insurance Services 
Limited (V AEGIS). 

6.4 RICS Insurance Services Limited, Valuers 
Auctioneers and Estate Agents Group Insur- 
ance Services Limited, the Dominion Insurance 
Company and Sun Alliance Insurance, all 
arrange policies which comply with RICS/ISVA 
rules, but members are free to insure in any UK 
approved office. 

The Professional Indemnity Market over the last 

6.5 We have looked at the trends in the 
availability and cost of professional indemnity 
(PI) insurance over the last decade; this has 
been particularly apposite because over several 
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decades now the insurance market has shown 
itself to be cyclical, with difficulties being 
experienced every ten years or so. The period 
under review has been one of significance for 
the market particularly in terms of the eco- 
nomic and social climate and the extension of 
professional negligence in tort through case law 
decisions. The cyclical nature of insurance 
operations is also changing because new tech- 
nology has created circumstances in which the 
cycles become shorter. 

6.6 By the early eighties the high level of 
premiums for PI insurance, as against the level 
of claims, was attracting a large number of 
insurers into the market. The established sour- 
ces of PI insurance were substantially undercut 
and premiums were forced down to an artifi- 
cially low level because of the market’s over- 
capacity. For several years the market experi- 
enced fierce competition and excessive 
premium cutting. High interest rates continued 
to attract insurers into the PI market until 
decided case law extended the vulnerability of 
professional firms to claims in negligence. At 
the same time, inflation was increasing and in 
many cases the insurers’ reserves proved to be 
inadequate to meet the damages awarded by 
the courts. 

6.7 The rise in claims was linked to the court 
decision in the case of Yianni v Edwin Evans & 
Sons (see para 5.18). Once the case was 
reported the number of notifications of claims, 
and successful claims greatly increased. 

6.8 Against this background, settlements and 
claims’ handling costs, rapidly and substantially 
exceeded premiums. IVIany of the newer under- 
writers made a hurried departure from the 
scene. The withdrawal of these underwriters 
and of almost all reinsurance companies (20 
reinsurance companies had withdrawn from the 
PI insurance business by mid-1985) led to an 
immense loss of capacity in the market and a 
sharp and rapid rise in premiums. 

Present Position 

6.9 There is at present again a considerable 
choice of insurers capable of providing cover of 
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the quality required by the RICS Regulations 
up to a level of at least £50 million for each and 
every claim. In addition a further £50 million is 
available from the insurance market, but mainly 
on an aggregate limit basis (as opposed to an 
‘each and every claim’ basis). 

6.10 Generally surveyors are not experiencing 
difficulties today in obtaining high quality cover 
up to £50 million for a premium winch may be 
thought to be a not unreasonable percentage of 
gross fee income. For all levels of cover 
increased premiums (of up to almost 400 per 
cent in some cases) were reported in 1984/85, 
but since then premiums have become more 
stable and in some cases have started to fall. 
Nevertheless further major increases are fore- 
cast over the next few years. 

6.11 In addition, in the last few years the 
uninsured excesses have risen steeply and it was 
suggested to the Study Team that in this way the 
cost of claims, especially for valuations/survey 
work, has been shifted by the insurers onto the 
surveying profession. In fact it is recognised 
that despite PI insurance policy requirements 
many claims are settled within the uninsured 
excess without notifying the insurers. We 
understand that what is notified to the insurers 
is only the tip of the iceberg. Advice from the 
insurance industry is that the total cost to the 
surveying profession runs into many millions of 
pounds in addition to the premium. Most of 
these hidden costs will ultimately be passed on 
to the consumer (see para 4.14). 

6.12 The Study Team’s attention was also 
drawn to the fact that when the house market 
was very active in the summer of 1988, tre- 
mendous pressure was exerted by mortgage 
lenders on surveyors to provide valuations and 
surveys as rapidly as possible. The normal turn 
round periods were squeezed considerably. It 
was stated in evidence to us on several occa- 
sions that under the tremendous strain of these 
demands mistakes were made which would 
ultimately result in a crop of claims for negli- 
gence (see para 6.18). 

Future Position 

6.13 On the surface the PI insurance market 
for surveyors is more settled now and the 
market is softer. Court decisions on further 
professional negligence cases since Yianni have 
increased the liability risk and the probability of 
consumer litigation, and the climate has encou- 
raged surveyors to tighten up their procedures. 

6.14 The signs are, however, that a recurrence 
of earlier problems which in turn could lead to 



difficulties for the consumer, is likely to emerge 
in the early 1990s. If this happens the situation 
could be much worse than in the ’80s in view of 
the declining numbers coming into the survey- 
ing profession, increased premiums, and mar- 
ginally fewer surveying services on offer. With 
fewer people qualified to offer surveying ser- 
vices the pressures will be greater as demand 
increases. 

6.15 Most categories of surveyor believe that 
a rise in the number of complaints has been 
detected— although this view cannot be sup- 
ported with hard facts. Nevertheless the Team 
have noted a thread running through the 
comments. Increased vulnerability is being 
experienced among the small practitioners, 
particularly if they are sole principals. This is 
evident, for example, among rural surveyors, 
who are particularly concerned about the 
volume of new legislation which can extend the 
potential for negligence, and who see an 
increase in the number of claims with agricultu- 
ral and rural communities growing more claims- 
conscious. 

6.16 In relation to fine arts auctioneering, 
concern was specifically expressed over the 
small auctioneer. Value judgements are the rule 
rather than the exception (only certain genuine 
silver items can provide a definitive identifica- 
tion through hall-marking) and the President of 
the Society of Fine Art Auctioneers has 
reported a rapid growth in inquiries leading to 
claims. Vendor claims are increasing, as are 
claims related to buying blind. Many small 
auction houses are forming limited liability 
companies with the precise objective of 
avoiding the personal liability risk. 

6.17 In addition changes in the nature of the 
bodies themselves offering surveying services eg 
the flotation of firms on the Stock Exchange, 
the growth in multi-disciplinary partnerships etc 
have led to further complications. Many small 
firms have been taken over by bigger bodies 
and this has affected the nature of the services 
offered to the public. At the same time the 
greater availability of finance coupled with 
other factors has rapidly increased the number 
of consumers seeking surveying services for the 
first time. 

6.18 Against this background, interest rates 
are creeping upwards. Inflation rates are rising. 
And the April 1989 House of Lords decisions 
referred to elsewhere (see in particular para 
5.18(e)) will no doubt bring forth more claims 
in the near future. The pressures will become 
greater as demand increases, the number of 
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qualified surveyors contracts, some services are 
no longer available, and fees and premiums 
rise. 

Mandatory PI Insurance 

6.19 Against the factors outlined above we 
have considered whether introducing a statu- 
tory requirement for professionals to carry PI 
insurance would be beneficial, as suggested by 
the International Bar Association (see Annexe 
IX). As part of a package approach to adjust 
the balance between professional and con- 
sumer, which the Study Team feel is appro- 
priate, mandatory PI insurance has much to 
offer— not least that it ensures greater 
safeguards for the consumer, puts all profes- 
sionals in a particular market eg surveyors, on 
an equal footing, and leads to better standards 
since, for example, insurers increasingly require 
those insured to operate risk management 
procedures. It also provides a more equitable 
basis when joint and several liability occurs. 
This approach would need to be applied more 
widely than to surveyors alone, and is justified 
given the recent decision that contractors can- 
not avoid sharing in the liability for a surveyor’s 
negligence (Anthony Witt v Roger Macmillan 
Construction Co Ltd: The Times Law Report 16 
February 1989). 

Capping ie Limiting Liability 

6.20 Against this background we have care- 
fully studied the arguments in favour of limiting 
liability for damages for negligence by statute. 
Legislation could limit the number of profes- 
sional claims which could proceed, but it would 
lead to an inequitable approach and there might 
be problems of definition, particularly in 
applying capping to a group of practitioners 
uncontrolled by statute. In practical terms a 
straightforward capping by means of a financial 
ceiling could still lead to hardship in some cases. 

Strict Liability ie ‘No Fault’ Liability Insurance 

6.21 The consequences of a scheme of this 
sort have been studied in view of the frequent 
references by the media to strict liability ie ‘no 
fault’ insurance. In fact ‘no fault’ insurance 
schemes for medical services already operate in 
Sweden and New Zealand and seem to work, 
and schemes have been noted for products per 
se, but as far as we are aware they have not 
been appHed to activities such as surveying. We 
take the view that problems would arise if 
applied to surveying services. ‘No fault’ insur- 
ance schemes could probably be made available 
to surveyors if the demand is there, but 
premiums would be much higher than for 
ordinary PI insurance and doubtless this would 
be reflected in the fees charged for surveying 
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services. Ultimately the consumer and the 
public generally would have to bear the burden 
of extra costs particularly if the ‘no fault’ 
scheme is Government-backed financially (see 
para 4.14). 
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SECTION 7 



International Aspects 



7.1 Under the Terms of Reference of the 
Study, we are required to consider international 
developments with particular reference to the 
European Community and the extent to which 
they have affected, or may affect: the nature of 
professional services offered to the public, 
public expectations and understanding, and the 
professionals’ duties and liabilities; the availa- 
bility and cost of professional indemnity insur- 
ance; and the operation of the law. 

7.2 The international dimension of profes- 
sional liability is relevant to the work of the 
surveyors we are reviewing for several reasons. 
Many UK surveyors already operate abroad 
either as part of an overseas office with a home 
base, or on individual assignments. In both 
cases PI cover may be required or at least is 
preferred where it is available. Knowledge of 
how professional indemnity liabilities affect 
their counterparts in other countries helps the 
professional operating abroad to gauge his own 
liability. Moreover insurance companies 
already operate internationally. In fact sur- 
veyors are having to become more international 
in line with property activities eg more joint 
ventures between UK and overseas firms are 
taking place, and cooperation between foreign 
companies is increasing as cross-shareholdings 
grow. 

The European Community 

7.3 We have looked at the question of sur- 
veyors operating within the European Com- 
munity. In particular we looked at the EC 
Directive on a General System for the Recogni- 
tion of Professional Qualifications^ which was 
adopted by the Council of Ministers on 21 
December 1988 and comes into force on 4 
January 1991. Thus the Directive will enable 
non-UK EC nationals who possess the appro- 
priate educational qualifications and training of 
the scope and duration required, to join UK 
professional bodies such as the RICS. They will 
then be treated by the RICS in exactly the same 
way as UK nationals in terms of professional 

^ Full title: EC Directive on ‘A General System for the 
Recognition of Higher-Education Diplomas Awarded on 
Completion of Professional Education and Training of at 
Least Three Years’ Duration’. 



liability and in respect of the protection of the 
consumer’s interest, and be subject to all the 
membership requirements of that UK body. 

7.4 It does not appear that the Directive 
widens the scope of liability implications in the 
UK; thus a non-UK EC national will be liable 
here in the same way as his or her UK 
counterparts. The sole aim of the Directive is to 
speed up freedom of establishment for profes- 
sions in the EC and to make it easier for 
qualified professionals within the Community 
to practise their profession in other Member 
States. 

7.5 The situation following implementation of 
the Directive is not likely to change radically in 
the forseeable future. For example, it is custo- 
mary for building societies to use valuers with 
local knowledge of an area of the country; this 
requirement will still need to be met. A 
non-UK EC national operating here as a 
surveyor will, under the directive, have to have 
the appropriate qualifications, and equally will 
be subject to the law, as are UK surveyors now. 

7.6 Of course, a professional operating in an 
unfamiliar market place may be more vulnera- 
ble to claims in certain circumstances. Equally 
the consumer may be more vulnerable. There is 
also the question of how legitimate claims 
against these professionals will be met, and 
whether they will have to be covered by 
insurance to safeguard the client’s interests. 
The RICS in admitting a non-UK EC national 
to its membership, for example, will require it 
to meet the RICS compulsory PI requirements. 
But not all practitioners are subject to these 
requirements. Mandatory PI insurance would 
get over this problem, and in consumer protec- 
tion terms would be of considerable value when 
anyone from abroad operates here. 

7.7 The Study Team has also considered 
whether 1992 and the advent of the Single 
European Market would have liability impli- 
cations. 1992 per se will not affect the situation. 
But in terms of future European policy and law 
in a single market it was suggested to the Study 
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Team that there could be spin-offs which will 
affect surveyors operating in the UK, and 
elsewhere in the EC. For example, rural sur- 
veyors who are largely UK based will need to 
inform themselves carefully of future EC 
thinking to ensure that their liability risks are 
minimised (see para 6.15). By way of illustra- 
tion, a milk quota attached to land could be 
very important in valuation terms but surveyors 
could not assume that the quota would run 
beyond 1992 and their advice to a client would 
have to reflect this. 

7.8 It was also drawn to the Study Team’s 
attention that a research project for the Internal 
Market and Industrial Affairs EC Directorate is 
currently looking at liability, guarantees and 
insurance in the European construction indus- 
try. The research programme which refers to 
consideration of unified liability at Community 
level, is at an early stage. We understand, 
however, that the project sees itself as providing 
a solid basis for considering the requirements 
and possibilities for harmonisation of the 
framework in this area. If the EC were to move 
in this direction and look more widely at 
liability issues, we believe that our package of 
proposals, especially for compulsory PI insur- 
ance and statutory standards of competence 
(see para 8.4) would be very relevant. 

International Survey 

7.9 A wide ranging survey of insurers conver- 
sant with professional liability and professional 
indemnity insurance practice in eight countries 
(France, Portugal, Germany, Australia, New 
Zealand, Denmark, Sweden and the USA) was 
carried out for the professional liability review 
by Peter Madge of Willis Wrightson, for which 
we are most appreciative. 

7. 10 The most significant finding of the survey 
is that the liability imposed on professionals in 
the UK may be said to be more severe than that 
imposed elsewhere. Each individual aspect of 
liability eg unlimited liability or joint and 
several liability, is not necessarily the strictest, 
but together their combined effect is the most 
rigorous. 

7.11 It is clear that practice varies widely 
across the world; in addition major changes are 
currently taking place, not always in the same 
direction. Thus in some countries professional 
liability is being made more onerous, eg in 
Canada, but elsewhere it is being relaxed, eg in 
the Netherlands. 

7.12 Apart from France and Germany which 
legally define liability the other countries sur- 
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veyed do not generally fetter contractual terms. 
In federal countries the law varies from one 
state to another. Tort liability is frequently 
defined in statute in most of the countries 
surveyed. The criterion for liability is ‘duty of 
care’ in all except France which operates a 
statutory requirement of strict liability for 
damage affecting the ‘solidity’ of a building. 
Denmark specifically requires that the perform- 
ance is that expected of a skilful as well as a 
careful practitioner. 

7.13 Liability is capped by agreement in Ger- 
many, and is limited to fees in the Netherlands 
subject to lower and upper limits of roughly 
£43,000 and £430,000 respectively. Almost 
everywhere clients insist on proof of adequate 
Professional Indemnity insurance. All but Por- 
tugal and France have policies written on a 
claims made basis and the latter seems likely to 
follow this practice. 

7.14 The survey reveals little evidence of 
professionals refusing to undertake assignments 
because of the professional liability risk except 
those involving the disposal of hazardous waste 
and asbestos abatement in the USA. It also 
appears from the survey that consumer con- 
cerns are largely being met. Overall it seems 
that the availability of insurance poses few 
problems even in countries where there is a high 
level of claims consciousness. Small countries 
and countries with a small exposure to claims 
have a limited market with a relatively low 
capacity. Elsewhere a more rigorous supply 
ensures the availability of insurance, and, more 
and more, professionals try to limit liability by 
negotiation with clients. Of all the countries 
looked at, it is the USA which seems to present 
an early warning of what might happen here in 
the future in terms of professional services on 
offer (or, more significantly, withdrawn), negli- 
gence claims brought by consumers, and the 
way in which contingency fees operate, etc (see 
para 7.16). 

International Bar Association 

7.15 The International Bar Association (IB A) 
has submitted to the Study Team its report on 
‘Professional Indemnity Insurance: Proposals 
for Legislation’ (see Annex IX) which, in our 
view, sets out succinctly and usefully the situ- 
ation today in several countries. It looks at what 
is happening in the United States of America, 
the Netherlands, and the United Kingdom in 
the context of a number of professions and then 
looks at the way ahead. A package approach is 
proposed involving compulsory PI insurance, 
and damages limited by legislation. An impor- 
tant qualification is made by the Association in 
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proposing legislation to limit professional 
indemnity claims: by law compulsory PI insur- 
ance would be provided ‘up to a figure which 
would be sufficient to ensure that the man in the 
street recovers damages in full’. In addition the 
Association propose that the legislation could 
apply to non-professionals as well eg the con- 
tractor as well as the surveyor. We agree with 
the IBA view that although the problems for 
other surveyors and the consumer are of real 
concern because of the costs, the uncertainty of 
the law etc, they are not of the same magnitude 
yet as in the USA. 

Contingency Fees 

7.16 Concern was expressed by the Society of 
Fine Art Auctioneers that a shift is becoming 
evident in the UK, as auctioneers who formerly 
acted on a consignment basis move to a buyer 
basis. Many sale room practitioners doubt 
whether this is in the public interest, particu- 
larly if it were to be accompanied at some stage 
by the introduction of solicitors’ contingency 
fees^ on the lines of the system in the USA. The 
Study Team, which is aware of the Govern- 
ment’s recent proposals on contingency fees, 
considers that if soUcitors operated on a con- 
tingency fee basis, this would further encourage 
hability claims— regardless of whether negli- 
gence has arisen, and exacerbate PI insurance 
difficulties likely to arise in the future. 



1 A contingency fee arrangement is one whereby a 
professional person agrees that he will accept his client’s 
case on the basis that he will be remunerated according to 
the outcome of the case. 
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SECTION 8 



The Implications for the Future, Possible Next Steps 
for Further Consideration of the Subject, and the 
Study Team’s Conclusions and Recommendations 



8 . 1 The Study Team has been asked to suggest 
possible next steps for future consideration of 
the subject in the light of our considerations of 
all the evidence, including that put to us by 
various interested parties. 

8.2 We believe there are a number of impor- 
tant changes which should be considered 
further from the viewpoints of both the profes- 
sional and the client ie the individual consumer, 
and in the public interest. A number of 
measures have been suggested to us, some more 
draconian than others. Not all of these sug- 
gestions would require legislation, many simply 
require a change of attitude and the will to 
improve matters voluntarily. 

8.3 Our objective has been to recommend 
changes only where they are viable, more 
equitable than the present arrangements, and 
would secure worthwhile improvements for the 
future. All the changes recommended are 
capable of standing on their own; however, 
these recommendations flow one from another, 
and complement each other. They are based on 
our findings, including the responses to our 
Questionnaires from professionals and con- 
sumers throughout the United Kingdom. Our 
recommendations generally reflect the situation 
across the board and are not solely tailored to 
dealing with PI matters in England and Wales, 
although we recognise that some legislation 
referred to below does not apply to the whole of 
the United Kingdom. 

The Recommendations 

Professional Standards and Public Understanding 

8.4 Firstly, we looked at: the public’s percep- 
tion and understanding of the services avail- 
able, communications between professionals 
and their clients and the adequacy of profes- 
sionals’ advice and guidance to their clients; the 
general standards under which the professionals 
and all suppliers of associated services operate; 
and the current requirements for PI insurance 
and whether they might be extended. 

(i) Public Understanding of the Services 
Provided 

It is important that the client is aware of the 
choice of services available when specifying the 



service required, readily understands the 
differences in what he or she is offered, and 
realises the implications of following a certain 
course of action eg the more comprehensive the 
service provided, the greater the cost. Recently 
the Consumers’ Association again advised its 
members to consider the implications carefully 
before eg opting for a valuation or a residential 
survey. Unfortunately clients are not always 
well briefed by the professionals or by the 
‘middle man’, and therefore do not recognise 
the possible pitfalls (see para 4.18). 

We recommend that all those concerned with 
offering surveying and associated services to the 
public should actively consider how best to 
improve staff training and ensure better com- 
munication with and guidance for the public. In 
particular all prospective housebuyers should be 
advised specifically on the options available to 
them in regard to pre-purchase valuations and 
surveys. The importance of the need for further 
action overall on this front by both professional 
bodies and individuals cannot be over- 
emphasised. It is in the interests of both the 
professional and the consumer. 

(ii) Professional Standards 
One of the duties of the professional bodies is to 
encourage their members to attain high stand- 
ards (see paras 2. 4-2. 8) and keep abreast of 
eurrent developments to enable them to give a 
better service (see para 4.15). While improve- 
ments are being made all the time, there is 
room for more. There is a continuing need for 
all professionals to follow the exainple of eg 
engineers, aecountants and solicitors, and 
operate schemes aimed at educating members 
and keeping them up-to-date. We note with 
approval that by 1991 the RIGS proposes to 
extend its compulsory continuing structured 
learning scheme from those just qualifying, to 
all its members throughout their careers; and 
ISVA are introducing a mandatory scheme 
from October 1989. Career-long continuing 
education will help to maintain standards and 
reduce claims. 

We recommend that all professional bodies 
covered by the terms of our remit should adopt 
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relevant schemes for career-long con tinuing 
education for all their members. 

(iii) General Standards of Competence 

We have also considered the varying standards 
of services offered directly to the public when 
buying and selling residential property. The 
quality of published guidance provided, the 
time spent assisting chents, and the competence 
of the staff involved, range from the excellent to 
the inadequate. Some building societies, for 
example, have produced helpful explanatory 
leaflets which clearly set out the differences 
between a valuation, a housebuyers survey, and 
a full structural survey. Also their staff are 
specially trained to assist public understanding. 
Not all practitioners considered in this report 
operate such commendable standards (see para 
4.18), but if they were obliged by law to adopt 
equally high standards, including the require- 
ment to explain the purpose etc of valuations 
and surveys, the public would benefit and the 
number of claims might be reduced. 

We recommend that competence standards 
should be introduced, including regulations 
under section 22 of the Estate Agents Act 1979. 
This would require legislation. 

(iv) Other Suppliers of Services eg Contractors 
In the context of this review we have noted the 
extension of liability for negligence to supphers 
of associated services other than the profession- 
als. It reinforces our view that it is vital that 
recognised standards should be in operation for 
all providers of services (see para 6.19). 

We recommend that statutory standards of 
competence should apply to ^1 suppliers of 
services linked to surveying services. This would 
require legislation. 

(v) Compulsory PI Insurance 

We have studied the implications of a statutory 
requirement for surveyors and other providers 
of services (see (iv) above) to carry PI insurance 
cover (see paras 4.6 and 6.19). We beheve that 
mandatory cover would be in the pubhc interest 
since it would encourage standards to rise, 
promote risk management procedures, give 
added protection to the consumer, and put all 
practitioners including non-UK EC nationals in 
the same market place on an equal footing. No 
doubt the resources of the insurance market 
could be expanded to provide a suitable range 
of pohcies. 

We recommend that compulsory PI insurance be 
made a statutory obligation for surveyors and 
for the providers of all other services connected 



with surveying (see (iv) above). This would 
require legislation. 

(vi) Strict Liability ie ‘No fault’ liability 
insurance 

We have considered the pros and cons of 
adopting this approach (see para 6.21) but it 
would not be appropriate for surveying services 
which often involve a matter of judgement 
incapable of empirical verification, and we 
reject the idea. 

We recommend that this course of action, which 
would require a Government-financed scheme, 
should not be pursued. 

(vii) ‘Capping’ ie limiting liability 

We have looked at the possibihty of capping as 
in parts of the USA, and at the possibility of 
capping schemes from which parties can con- 
tract out (see para 6.20 and 7.15). The variety 
of circumstances which a hmited liabihty 
scheme would need to encompass would be 
very great. At the same time the cap would 
need to be set at a relatively generous limit to 
cover most ordinary cases, and must provide 
freedom to contract out for higher sums. In the 
end the question is one of allocation of insur- 
ance risks, and in the case of large projects we 
believe it is probably easier for the professionals 
to insure than for the consumer. It would be 
difficult to construct a fair and practicable 
scheme for limiting hability; we reject the idea. 

We recommend that this course of action should 
not be pursued. 

The Purchase of Residential Property 

8.5 Secondly, we devoted considerable time to 
liability and indemnity issues arising for sur- 
veyors and valuers and the pubhc involved in 
buying and selHng residential properties. That is 
the single category in which the most negligence 
claims arise (see para 3.2), the one area most 
familiar to everyone and yet the one most 
frequently misunderstood. We have, therefore, 
considered whether dispute mechanisms con- 
cerning the buying and selling of residential 
property might be improved. 

(viii) Lending Bodies Ombudsman 
We considered a suggested extension to the 
Building Societies Ombudsman Scheme so that 
negUgence claims may be heard and costs 
awarded by the Ombudsman in mortgage valu- 
ation and survey cases, as an alternative to the 
court (see para 5.29 and 5.30). This would 
provide an informal small claims procedure and 
the Ombudsman’s decision would be binding on 
all parties. It would not avoid the costs, the 
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time, and the difficulties involved in obtaining 
expert witnesses since these would still be 
needed in order for the Ombudsman to carry 
out an exhaustive review of the issues. 
Recourse to an Ombudsman should also pre- 
clude subsequent proceedings in court on mat- 
ters of fact although an appeal on a point of law 
would be allowed. It would make sense from a 
consumer point of view to explore this option 
further, particularly if the Ombudsman dealt 
with mortgage valuation and survey cases 
involving all lending bodies. 

We recommend that this proposal be investi- 
gated further. 

(ix) Statutory Arbitration Scheme 
The arbitration scheme of the RIGS, which 
functions as an expert panel, should be given 
statutory backing; some cases naturally lend 
themselves to arbitration. This would remove 
the two criticisms— that it lacks statutory teeth 
to require chartered surveyors to agree to their 
case going to arbitration, and that it lacks 
independence (see paras 5.32 and 5.33). The 
relationship between an extended Building 
Society Ombudsman and a statutory surveyors 
arbitration scheme would need to be defined, 
but the two mechanisms are seen as mutually 
exclusive— the Ombudsman dealing with lend- 
ing cases, and the Arbitration scheme dealing 
with non-lender disputes. 

We recommend that this proposal be investi- 
gated further. 

(x) Model Clause ‘Certification’ 

Standard exclusion or limitation of liability 
clauses submitted by professional bodies and 
approved by a statutory body (see para 5.31) 
would bring commendable certainty to certain 
contracts for services and would assist in 
qualifying PI risks. 

We recommend that this proposal be investi- 
gated further. 

(xi) Loan Certificates 

We have considered the suggestion that instead 
of mortgage valuations, a certificate be sought 
for the amount of loan required to buy a 
property (see para 4.19) but we reject the idea 
as impracticable. 

We recommend that this course of action should 
not be pursued. 

The Professional/Consumer Balance 

8.6 Thirdly, we have looked at the balance 
between consumer and professional interests 
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and considered whether certain factors might be 
regarded as inequitable by either party, and 
thereby affect the availability, quality and cost 
of the services on offer. Our objective has been 
to identify possible improvements in the law 
which would ensure that a fair balance between 
consumer and professional is achieved, particu- 
larly at the most vulnerable end of the con- 
sumer market. 

(xii) Entitlements to Compensation 
For cases up to a ceiling of say £10,000 
index-linked in line with inflation, the costs of 
rectifying negligence should be awarded on the 
basis of making good the damage and providing 
recompense for eg distress, moving costs etc. 
There should be some mechanism devised to 
ensure that figures could be adjusted to make 
some allowance for betterment. Above the 
£10,000 ceiling the rule of diminution of value 
at the time of purchase would still apply. This 
approach would be in the interest of the 
consumer (see para 5.11), but it would require 
further study before the law could be amended. 

We recommend this course of action. This 
proposal would require legislation. 



SECTION 9 



Matters for Wider Consideration 



9.1 In some of our recommendations we have 
felt able to suggest new approaches which had 
special relevance to surveying activities but 
which could also be applied much more widely 
to the great benefit of all concerned. However, 
two matters were identified in the course of the 
Study which had a major impact on surveyors, 
but which could only be considered in a much 
wider context. We refer to the legal aid system, 
and joint and several liabihty; both cause 
concern and, it was argued, were important 
candidates for further study. 

The Legal Aid System (see paras 5.21-5.28) 

9.2 Time after time it emerged in discussions 
with surveyors and mortgage lenders that where 
a claim in negligence is brought by a plaintiff, 
supported by legal aid, the tendency is to settle 
the claim irrespective of its merits. We are not 
convinced that the operation of the statutory 
charge provides a financial incentive for an 
assisted person not to conduct litigation in an 
unnecessarily costly way. We understand from 
the Lord Chancellor’s Department, however, 
that it is the Government’s intention to extend 
the defendant’s right to make representations 
against the grant of legal aid before a legal aid 
certificate has been granted, as well as after a 
certificate has been issued. This may be of 
assistance in some cases, but generally the 
challenge itself will consume resources and 
therefore, in order to cut losses and retain 
‘customer loyalty’ early settlement of some 
cases is likely to continue. 

9.3 The spur to settlement is the fact that the 
plaintiff can pursue his case as far as the courts 
will allow, although he normally has a certain 
protection against incurring liability for the 
defendants’ costs if the plaintiff finally loses his 
case. The defendant, on the other hand, will 
have to meet his own costs, even to prove he is 
not liable for a claim in negligence. 

9.4 We checked the position with insurance 
brokers, in order to eliminate any special 
professional pleading, but the result was merely 
to confirm that what we had been told was true. 
Settlements did take place in order to avoid the 



costs of expensive defence which would fall 
either to be borne by the underwriters, or 
directly by the negligent surveyor through his 
excess. 

9.5 The Lord Chancellor’s Department repre- 
sentatives were not able to identify how many 
claims are pursued against surveyors with the 
benefit of legal aid given to the plaintiff. It is 
probably a relatively small number, but there 
are many more where the grant of the certi- 
ficate is enough to alter the balance between the 
professional and the plaintiff client. 

9.6 We felt we had reached the hmit of our 
Terms of Reference and so did not frame a 
specific recommendation on this matter. It is 
clear to us, however, that there is a consider- 
able fault in the system and the least action 
which is necessary is that a successful defendant 
should be able to recover his costs. 

Joint and Several Liability (see paras 3.9(ii) and 
5.15) 

9.7 Potentially recasting the liability of joint 
tortfeasors would have many ramifications. 
What was put to us was that it was unfair for any 
professional person found say only 20 per cent 
liable for damages in negligence, to have to 
bear 100 per cent of the damages because of the 
default or bankruptcy of others also partially 
liable. 

9.8 We recognise that cutting down the 
hability to only that portion for which the courts 
determined a single party to be liable, could 
clearly leave a client exposed to loss and would 
involve changing the law. Experience in the 
USA shows that State legislatures have been 
joined in actions, however, merely because 
their notional resources are virtually unlimited. 
Thus, if a state legislature can be held liable for 
even a fraction of loss, the successful plaintiff 
will be guaranteed the whole of their damages, 
because if aU the other tortfeasors default, in 
the end the state will pay. But many states in 
the USA have now legislated to limit their 
involvement. 

159 



Printed image digitised by the University of Southampton Library Digitisation Unit 



9.9 Some surveyors believe that the principle 
of joining large practices into some small part of 
a complex service brief, is designed to secure a 
‘long pocket’, analogous to a state legislature, 
and so provide an insurance in case the work 
undertaken proves to be at fault. 

9.10 Any change in the Civil Liability (Contri- 
bution) Act 1978 would involve all the profes- 
sions and may well extend far beyond to areas 
of general commercial activity. Again we felt 
that this took us outside our Terms of Refer- 
ence, although we acknowledged it to be a 
matter of deep concern to many surveyors. The 
Study Team would however, support any move 
to limit liability to that portion of damages for 
which a negligent professional was found liable. 
Nor would we see this as inequitable if our 
recommendations in section 8 were adopted, in 
particular, a statutory requirement for the 
performers of all services to take out profes- 
sional indemnity insurance. In this way clients’ 
interests would be safeguarded and chents 
would receive what is due to them. 
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SECTION 10 



Conclusions 



10.1 In our view the balance which would be 
achieved by adopting our proposed changes, 
including, if possible, the wider proposals to 
which we refer in Section 9 of this Report, 
should go a considerable way towards meeting 
the general consumer concerns put to the 
Team, while at the same time addressing the 
concerns voiced by the profession. We also 
attach importance to the idea that, where 
appropriate, our recommendations should 
apply to all providers of services associated with 
the surveying profession, and not just to for- 
mally qualified professional men and women 
themselves. In addition, as we state at the 
beginning of our Study (see para 1.4) we 
consider it desirable that all the professional 
hability issues facing surveyors and other pro- 
fessionals in the public sector should be the 
subject of a special study. 

10.2 In conclusion the Study Team considers 
that before being faced with the difficulties 
which are likely to recur in the early nineties, 
these recommendations should be pursued by 
the Government with some urgency. 
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ANNEX I 



Terms of Reference for Fact-finding Studies 



“In the light of current concern about the cost and availability of professional indemnity insurance 
and the extent of professional civil liability for negligence, to establish the facts about the effect on 
the following professions of the way the law operates in providing remedies to those who suffer loss 
as a result of the way in which a professional person performs his duties: 

(a) auditors (and other accountants in independent public accounting practice who carry out 
reporting functions arising out of statutory requirements) 

(b) architects/consulting engineers/construction surveyors 

(c) other surveyors (such as land surveyors and mining surveyors) 

The studies should in particular: 

(i) Examine the nature of the service provided by the professions listed above, the professional 
duties and liabilities arising from that service, including the extent to which there are 
requirements to conform to professional standards and guidelines; the way in which the 
service is held out to the public; and public expectations and understanding of the service 
provided; 

(ii) Obtain detailed information about recent trends in the availability and cost of professional 
indemnity insurance for the professions listed above, and the reasons for these; 

(hi) Obtain information about how the law has operated in the past and how it currently 
operates in relation to actions in negligence against members of the professions listed above; 

(iv) Consider international developments with particular reference to the European Community 
and the extent to which they have affected, or may affect, (i), (ii) and (hi) above; 

(v) Assess the effects, now and in the future, of (i), (ii) and (hi) above on the availability, 
quality and cost of the services provided by the professions listed above, and the impact on 
those who rely on the service provided by members of these professions and to assess the 
effects of (i), (ii) and (hi) above on the effectiveness and competitiveness of these 
professions; and 

(vi) If appropriate, suggest possible next steps for future consideration of the subject.” 
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ANNEX II 



Composition of the Study Team 



chairman: 

Ian V Oddy FRIGS, FRVA, FCIArb 

—Professional Standards Partner of St Quintin, Chartered Surveyors 
members: 

John H Chapman FRIGS, FRVA 

—Chartered Surveyor, Former Senior Partner of Weatherall, Green & Smith, Chartered Surveyors 

Brian G Grainger FRIGS, FSVA 
—Chartered Surveyor of Brian C Grainger 

Edward T Hartill BSc, FRIGS 

—The City Surveyor, City of London Corporation 

Kim M J Lewison MA (Cantab) 

—Barrister 

Ray A G Moorman 

—Managing Director, Capital & Counties pic 
Jeremy C Mortimer 

—Managing Director, RICS Insurance Services Ltd 

secretary: 

Lillian P H Birch 

—Department of the Environment 



The Study Team gratefully acknowledges the assistance of: 

Christopher K. Howes, FRIGS 

—Director of the Land and Property Division, Department of the Environment 

John C. White, ARICS 

—of the Land and Property Division, Department of the Environment 
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DEPARTMENT OF THE 



ANNEX III 



ENVIRONMENT 

N E WS RELEASE 



558 



11 October 1988 



Review of Professional Liability and Indemnity 

A study team set up by the Department of the Environment and chaired by Mr Ian Oddy, Managing 
Partner of St Quintins (Chartered Surveyors) is investigating the professional liability and 
negligence issues faced by Surveyors, other than Quantity Surveyors, who are covered by the 
Construction Industry Review. 

The study is concerned with both the professionals and consumers points of view. The Team would 
like to hear from members of the public and firms having used the services of a Surveyor during the 
past 10 years relating their experience, degree of satisfaction with services provided, and details of 

any disputes. 

Written comments from anyone wishing to contribute to the review should be sent, by 15 November 
to: Miss Lillian Birch, Room C14/19A, Department of the Environment, 2 Marsham Street, 

London SWIP 3EB. 



2 MARSHAM STREET • LONDON SW1P 3EB • TELEPHONE 01-276 3000 
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ANNEX IV 



The Following Responded to the Request for Views from the Study Team: 



Abbey National Building Society 
Richard Adams FRICS 
ADAS 

Alliance & Leicester Building Society 
Christopher E Amies FRICS FCl Arb, 
Vernons, Chartered Surveyors 
Association of County Councils 
Mr G T Barker 

J Bennet BSc, FRICS, West of England 
Building Society 
A G Bradley, FRICS, ABBSl 
Joseph R Bradshaw 
Britannia Building Society 
British Air Survey Association 
British Telecom 

The Building Society Association 
CBI 

The Chartered Institute of Arbitrators 
D Clarke, Halifax Building Society 
M F Clarke, FNAEA, M F Clarke & Co 
Consumers’ Association 
County Landowners Association 
A D Cummings, Taylor, Lane, & Crebar 
Donald J Balmer, Donald Balmer & Co 
Department of the Environment 
Department of Trade and Industry 
Department of Transport 
Nicholas J S Elhs 

J Evans, FRICS, Beresford Adams 
T D Evans, FRICS, Dixon Webb 
FCO 

Michael Ford, Bond Pearce 
Mrs M Gleeson 

Ian Hadfield, Boulton Hadfield & Co 
The Halifax Building Society 
Robert Heckford 
T Higgins, Leeds City Council 
D Hogg, Hahfax Estate Agent 
The Hydrographic Society 
Incorporated Society of Valuers and 
Auctioneers 



Inland Revenue 

Institution of Professional Civil Servants 
International Bar Association 
P J Large FNAEA 
Leeds Permanent Building Society 
Local Authority Valuers Association 
Lord Chancellor’s Department 
Lloyds Bank 
W Metcalf FRICS 

National Association of Estate Agents 
Nationwide Angha Building Society 
National Consumer Council 
The National Farmers Union 
National Westminster Home Loans Limited 
Mr T and Mrs G Oldbury 
Charles A Pritchard, ARICS ARVA, 
Swetenhams, Royal Life Estates 
Property Consultants Society 
Property Services Agency 
T J V Rains FRICS, Prudential Property 
Services 

Rating Surveyors Association 
Rating and Valuation Association 
The Royal Institution of Chartered Surveyors 
The Royal Town Planning Institute 
C Smails, G A Property Services 
D Spencer, Leeds Permanent Building Society 
Society of Fine Art Auctioneers 
T B Stapleton, M Phil, BSc, FRICS, 
Department of Surveying, Bristol 
Polytechnic 

The Survey Association (UK Land and 
Hydrographic Survey Association) 

Surveyors Mutual Insurance Association 
Limited 

Christopher Weston, Philhps Fine Art 
Auctioneers & Valuers 
The Woolwich Building Society 
Yacht Brokers, Designers and Surveyors 
Association 



165 



Printed image digitised by the University of Southampton Library Digitisation Unit 



ANNEX V 




London NWl 4DX 
Telephone 01-486 5544 
Telex 918197 
Fax 01-935 1606 



2 Marylebone Road 



Publishers of 




Miss L Birch 



Ref; DP/EH/TC 



Professional Liability Review 

Valuation and Other Surveyors Study Team 

DOE Secretariat 

Department of the Environment 

2 Mar sham Street 

London SWl 28th October 1988 



PROFESSIONAL LIABILITY 

GOVERNMENT FACT FINDING STUDY: VALUATION AND OTHER SURVEYORS 

Thank you for your letter of 24th August which the Chairman has asked me to 
reply to. We are pleased to be given the opportunity to submit our views to 
the study into professional liability issues in the context of valuation and 
other surveying services. 

We note that the study has been set up as a result of the concern of a range 
of professions at the increasing number of people using the courts to claim 
damages for professional negligence, at the dramatic increase in the 
amounts involved, and the concern about the cost and availability of 
professional indemnity Insurance. We understand from the terms of reference 
that the aim is to establish the facts about the effect on valuation and other 
surveyors (among others) of the way the law operates in providing remedies to 
those who suffer loss as a result of the way in which a professional person 
performs his duties . 

We have left the issue of the effect on surveyors to the professionals 
themselves. Our concern is with consumers. We have some, general 
observations to make on the issue of professional liability as it affects 
them. 

We are of course familiar with the anxieties of several professional bodies 
with the growth of negligence claims . We are not unsympathetic to the 
difficulties some professionals experience in obtaining adequate cover by way 
of insurance against professional negligence liability. But the solution is 
not to limit this liability. On the contrary, negligence is a serious matter, 
which should give right to full compensation. It is in any event far from 
easy to prove , and we are still concerned at the difficulties experienced in 
pursuing claims. It is not always easy to procure the necessary evidence from 
other professionals about the standards of professional care and skill which a 
particular situation demanded. There is still a significant distinction 
between errors of judgement (which give rise to no right to compensation) and 



Consumers' Association Limited Registered in England No. 677665 Registered Office as above 
A wholly-owned subsidiary of The Association for Consumer Research, a charitabie company limited by guarantee 
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negligence as such (which does). In other words, only in relatively clear 
cases does a finding of negligence arise, and if a case is marginal, it is 
resolved in favour of the professional. 

We accept, of course, in the end at least some of the additional cost of 
liability arising from these increased claims may fall on the consumer. This 
applies both to insurance premiums and to personal liabilities where the risks 
are not insured. But any increased prices are paid by consumers generally; 
while limits to professional liability would in effect be paid for by the 
consumer who has suffered negligence of a kind which is no longer covered. 

In our view it is right that all consumers of services should contribute 
towards appropriate recompense for the minority of consumers who suffer from 
deficiencies of service and seek redress for those deficiencies. 

We do however recognise the case for clarifying certain aspects of liability 
so that consumers and professionals know exactly where they stand. As far as 
surveyors are concerned, we have a particular interest in their role in the 
house transfer system. The liability of a surveyor, carrying out a valuation 
on behalf of a lender for example, but which is paid for by the prospective 
house -buyer, is not at all clear. In cases which have come before Courts, 
(Yianni etc) the consumer has been treated reasonably favourably. The 
uncertainty remains however. We would welcome a rationalisation of the 
relationship and responsibility of the surveyor to house-buyers. 

There is also the question of vendors surveys. If the practice of a house- 
owner obtaining a survey on a property prior to putting it on the market is 
ever to become the norm, (a move which we consider would do a lot to improve 
the house transfer system) , then the question of the liability of the surveyor 
to the house purchaser would have to be clarified. 

Even when the liability of a surveyor to a consumer has been established and a 
surveyor has been found to have been negligent the entitlement of the consumer 
to compensation for negligence is based on the difference between the value of 
the property with the defect, which the surveyor failed to point out, and the 
value of the property without such a defect, at the time the survey took 
place. In general, defects have to be substantial to be actionable and, it 
follows, have a substantial effect on the value of the property; in most cases 
taking the claim outside the current £500 limit of the small claim 
jurisdiction. We think entitlement to compensation should be based on 

the cost of putting the 

defect right. We would welcome clarification of this issue in law. 

We are enclosing a copy of the most recent Which? report on house transfer, 
published in April 1987, which highlights very clearly the main problem areas 
encountered by our members, and where we consider action is needed. We are 
currently carrying out a survey of Which? members who have moved within the 
last year for a report on surveyors due to be published in February 1989, and 
will send you a copy in due course. 

Yours sinfrorely 



^erek Prentice 

Head of Campaign and Representation 
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ANNEX VI 



Clients Questionnaire 



1. To assist the Study Team a random sample of consumers were invited to complete a Clients 
Questionnaire (copy attached). This was designed to identify the spread of work for winch 
negligence claims were arising, consumer understanding and attitudes towards the services on offer 

and the quality of the services obtained. 

2. A total of 942 copies of the Questionnaire were sent out to individuals and companies. 



364 replies were received— a response of 38.6 per cent. 
3. 



Questionnaires 
Sent Out 

463 

185 

14 

200 

14 



66 



Replies 

Received 

215 

76 

2 

63 

1 



7 



% 

46.4 

41.1 

14.3 

31.5 
7.1 



10.7 



Private Individuals 
Private Sector 

Company/Partnership 
Public Utility 
Local Authority 
Government Department 
Other (letters sent to 
eg banks, building 
societies etc) 

4 Of those who responded 133 (36.5 per cent) had not used any of the services listed Of the 
remaining 231: 170 had used Estate Agency services; 105 

Survey or House/Flat Buyers report, and 92 Mortgage Valuation. These are the four mam services 
used by those replying. 

5 Onlv 26 of those who had used some of the services said they were dissatisfied with the nature 
of the services provided. Of those only four had brought a claim within the last five years-none 
with legal aid. One of those was dissatisfied with the way the claim was handled, but the only reason 

given was ‘because he lost’. 

6. Although the number of replies to a survey of this kind was quite high it is difficult to draw any 
firm conclusions since it does not appear to have reached many of those who may have had any real 

problems. 

7. On the basis of the sample taken it would appear from the clients’ point of view that there is 
little evidence of a problem in relation to negligence overall, but it is clear from letters from 
individuals that when things do go wrong substantial negligence problems can arise tor me 

consumer. 
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PROFESSIONAL LIABILITY STUDY 



CLIENTS QUESTIONNAIRE 



The Government has commissioned a series of fact-finding studies into the professional liabihty of 
selected professions. To assist the Study into valuation and other surveying services— including 
public understanding and expectations of the services on offer, a sample of users is being invited to 
complete this Questionnaire, and some organisations are mailing a selection direct. Your answers 
and the fact that you have given them will remain confidential to the Department and will not be 
used for any other purpose. Please complete— n'c A: the appropriate boxes and return by 16 
September to: Miss L P H Birch, Department of the Environment, C14/19A, 2 Marsham Street, 
London SWIP 3EB. (Please return this form even if answer to Q3 is ‘none’.) 

1. Name, address and telephone number 



Your reference 

2. In what capacity are you completing this questionnaire? 

Private Individual 

Private Sector Company/Partnership 

Pubhc Utility 

Local Authority 

Government Department 

Other (please specify) 



3. Which of these surveying services have you used in the last 5 



4. Did you specifically engage a qualified surveyor? 

Yes No 





Estate Agency 






Mortgage Valuation and Survey 






Full Structural Survey or 
House/flat buyers Report/Survey 










Property Valuation including Rating 






Landlord and Tenant 






Management— urban 






Financial and Funding Advice 






Development Consultancy 





years? 

Project Management 

Mortgage Advice 

Planning Consultancy 

Auctioneering 

Land Agency 

Agricultural Estate 
Management 



Other (Specify) 
None 



5. Were the terms of engagement confirmed in writing by you or the surveyor? 

Yes No 
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6. Were you able to obtain the surveying services you required? 



Yes 



No 



7. If a building society’s or other lender’s valuation report was available to you, did you: 
—rely on it solely: 

Yes No 



■did you also commission your own survey/report: 

Yes No 



8. Were you satisfied with the services provided? 

Yes No 



If not, why not 



9. If your dissatisfaction was 
five years? 

Yes 



because of alleged negligence did you bring 



No 



a claim— within the last 



If not, why not 

10. With which of the services listed in Q3 was your claim concerned: 



11. Did you bring a claim with legal aid? 

Yes 



No 



12. In the last 5 years have you: 



—had a claim settled 


Yes 




No 




—lost a claim 


Yes 




No 




—been involved in a court case 


Yes 




No 




—agreed a settlement out of court 


Yes 




No 





13. Were you satisfied with the way the claim was handled: 

Yes No 



If not, why not 



14. 



Would you be prepared to take part in a follow-up questionnaire/short interview? 



Yes 



No 




15 . Any other comments 
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ANNEX VII 



Professionals Questionnaire 



Initial Survey 

1. To assist the Study Team a random sample of professionals were invited to complete a 
Professionals Questionnaire. This was designed to ehcit experience, if any, of PI problems and 
risks, and negligence claims. 

2. A total of 441 copies of the Questionnaire (copy attached) were sent to surveyors; RIGS 
members (100) and ISVA members (239), and to estate agents; NAF.A members (102). 

By the date requested 112 rephes had been received and of these 85 were prepared to take part in a 
follow-up. 

3. An analysis of those replying and agreeing to take part in a follow-up showed that they were 
fairly representative of practitioners across the country and followed a similar pattern in terms of 
the spread of size of operation. Similarly, more small firms than large ones were prepared to take 
part in a further follow-up survey. 

4. The main point to show up from this Questionnaire was that a fairly large proportion of the 
small firms had indicated that they had stopped offering structural surveys. Over half of the small 
firms had changed their working methods. The majority of those who agreed to take part in the 
follow-up survey said that they were greatly concerned about the increasing risks associated with 
professional liabihty. 
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PROFESSIONAL LIABILITY STUDY 



PROFESSIONALS QUESTIONNAIRE 

The Government has commissioned a series of fact-finding studies into the professional liability 
problems of selected professions. You are invited to complete the Questionnaire, sent to a random 
sample, to assist the Study Team concerned with valuation surveyors. 



Your answers and the fact that you have given them will remain confidential to the Department and 
will not be used for any other purpose. Please complete— ricA: the appropriate boxes, and return by 
20th June to: Miss L P H Birch, Department of the Environment, C14/19A, 2 Marsham Street, 
London SWIP 3EB. 

1. Name, address, and telephone number of Firm 



Your Reference 



2 . 



What is the total complement (including principals)? 



0 to 10 
11 to 24 
25 to 49 



50 to 100 
more than 100 







Estate Agency 










Mortgage Valuation and Survey 










Structural Survey 










Property Valuation including rating 






3. Which of these 
activities do ► 
you undertake? 




Landlord and Tenant 




4. In the last 
^ 5 years have 
you stopped 
offering any 
of these 
services? 




Management 








Financial and Funding Advice 








Development Consultancy 








Project Management 










Mortgage Advice 










Planning Consultancy 










Auctioneering 










Land Agency 










Agricultural Estate Management 










Other 
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5 . Why have you stopped offering any services in Q4 above? 

6. Have indemnity considerations caused you to change your working methods? 



Yes 



No 



Have these changes involved: 

—altering the normal terms of engagement eg use of disclaimers 
—written confirmation of instructions in all instances 
—restricting the content and advice in reports for clients 
—introduction of risk management procedures 
—specialist staff training 
—other 



7. Has your practice had experience of indemnity insurance claims in the last 5 years? 

Yes No 



Have you recently: 



—settled claims yourself 


Yes 




No 




—paid out within your excess 


Yes 




No 




—been involved in a court case 


Yes 




No 




—agreed a settlement through insurers Yes 




No 





8 . 



To what extent do indemnity insurance considerations currently concern your firm 
-Not at all 



Somewhat 



Greatly 



—Have you increased your cover limit? 
—Have you changed your broker? 



Yes 




When 




No 


Yes 




When 




No 


Yes 




When 




No 



cover? 

9. Would you be prepared to take part in a follow-up questionnaire/short interview? 

Yes No 



10. Any other comments 
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PROFESSIONALS FOLLOW-UP SURVEY 

1. 92 copies of the Questionnaire (copy attached) were sent out. 53 (57.6 per cent) rephes were 
received (2 firms were no longer able to take part because of changed circumstances). 

2. The overall response was disappointing, with perhaps some of those responding being put off 
by the length of the Questionnaire. There were also some obvious discrepancies in how the form 
had been filled in. Nevertheless there was a common thread running through the replies, which was 
of relevance to the Study Review. 

3. Although statistically limited the response showed that among the smaller firms up to 30 per 
cent of residential and 25 per cent of commercial firms had stopped offering sonie services. This 
was not unexpected since in risk and PI terms, the most vulnerable, and those with limited resources 
are the smaller firms. 

4. Of those qualified professionals who were actually carrying out surveying work, age had not 
emerged as a factor. In small practices the same person was probably doing the work and handling 
the claims. 

5. Some 55 per cent said that they had changed their working methods specifically because of PI 
considerations. Within the limitations of this Survey it could be said that this \vas a significant 
number. It could also be concluded from the responses that a general iniprovement in the control of 
records had taken place in the last few years because of PI considerations. 

6. While there seemed to be a reluctance to admit that risk management as such had been 
introduced, it was evident that some changes had taken place eg the introduction of staff manuals, 
staff meetings etc. 

7. The responses to this questionnaire suggested that realistic targets for the number of surveys 
(residential) to be carried out per day had been set. However the Review Team did not think this 
represented the whole picture as anecdotal evidence had indicated much higher targetting by bodies 
under great commercial pressure. 

8. Of particular interest were the answers to Question 25(h), which was directly related to PI 
showing that nearly one third (13 out of 45) of the smaller firms had changed their policy in carrying 
out surveys. Question 26 showed that nearly two thirds (28 out of 45) said that they had changed 
their working methods on the residential side. 
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PROFESSIONAL LIABILITY STUDY 



PROFESSIONALS FOLLOW-UP 

You have kindly agreed to take part in this follow-up questionnaire. Your answers and the fact that 
you have given them will remain confidential to the Department and will not be used for any other 
purpose. Please complete sections A. Commercial and/or B. Residential by ticking boxes etc. and 
return by 15 November to; Miss L P H Birch, Department of the Environment, C14/19A, 2 
Mar sham Street, London SWl SEP. 

1. Name, address and telephone number of Firm 



Your Reference 

2. What is the total number of qualified staff? 



SECTION A. COMMERCIAL 







Estate Agency 










Mortgage Valuation and Survey 






3. Which of these 
activities are you 
willing to 
undertake? 




Structural Survey 




4. Which of these 
activities do you 
undertake on a 
regular basis? 




Property Valuation 






Valuation for Rating Purposes 








Landlord and Tenant 










Management 










Financial and Funding Advice 










Development Consultancy 










Mortgage Advice 










Planning Consultancy 










Auctioneering 










Land Agency 










Agricultural Estate Management 










Other 







Any Other Comments 
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5. Did you stop offering any of these services listed in Questions 3 and 4 between 1978 and 1988? 
Yes No Please specify which services in which year. 



Year 1978/79 



1980/81 



1982/83 



1984/85 



1986/87 



1979/80 



1981/82 



1983/84 



1985/86 



1987/88 



6. If you have stopped offering any of these services in the last 10 yea rs, is this because of 
deliberate internal policy ! | ; or because of outside forces or both j j . 

Please clarify 

Any Other Comments 

7. If you provide ‘financial and funding advice’ is this service limited to introductory fee work 
tied agency work 



if other advice is offered please specify 



8 . (i) For how many years has the firm been established? 



(ii) Is there a minimum length of service for those permitted to carry out surveys? 
Yes □ No □ 



-If yes, please specify 



(iii) Give numberr of staff in each band: 

under 25 years 25-35 years 36-45 years . 

46-55 years 56-65 years Over 65 years 

(iv) Give numbers of staff according to experience of professional work. 

less than 5 years’ experience 

more than 5 years’ but less than 10 years’ experience 

more than 10 years’ experience • . 



(v) Have you changed your recruitment policy in the last 5 years? 
Yes □ No Q 

If yes , when? and in what way? 



(vi) What is your policy with regard to consultants? 
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9. Have you changed your working methods in last 5 years Q between 1978-83 

Not at all 



Is this change specifically because of indenmity considerations Q , other 

please specify 

10. Have you introduced in the last ten years 
—specialist staff training manuals Yes | | When 



Non 



■greater attendance at outside conferences etc. Yes n When 



Non 



•greater supervision of newly qualified/inexperienced staff? YesQ When 



■use of preparation of explanatory material to inform public? Yes When 
■a standard procedure to give pubhc explanatory material? Yes[^ When 



Non 

Non 



Non 



—a standard procedure of enc losing explanatory material for chent with written confirmation of 
instructions? Yes n When | | No n 



■risk management n > ^ so please explain exactly what this has involved and when introduced 



Any Other Comments 



11. (i) Has your pr actic e had experience of indemnity insurance claims in the last 10 years? 

Yes n No n 



(ii) What is the number of claims in each year? 



1978/79 


1979/80 


1980/81 . 


1981/82 


1982/83 


1983/84 . 


1984/85 

1987/88 


1985/86 


1986/87 . 



The total number of claims in the last 10 years 

(iii) In your experience what is the most common way of disposing of claims? 



(iv) Does the size of the claim affect the way in which the claim is disposed of? YesQ No Q 
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12 . 



Any Comments 

(v) How many claims resulted in a payment? 

(vi) How many claims notified to/handled by insurers? 

(vii) What were the claims for? Please specify using the activities listed in Question 4 



(viii) Any Other Comments? 

13. Has your cover limit been increased recently? Yes | | No | | 

Why? 

Comment 

14. Have you re-assessed your insurance indemnity requirements 

—in the last 5 years? Yes No | | 

—in the last 10 years? Yes No | | 

—continuous review? Yes No | | 

15. (i) Do you foresee problems in obtaining quahfied staff 

—now? Yes No | | 

—in future? Yes No | | 

(ii) How does your recruitment policy reflect such concern? . . 



16. In your opinion: 

(i) is the client better informed today about what he/she wants? 
Yes □ No □ 




does the client understand more clearly what service is being provided? 
Yes □ No n 



Any Further Comments 

17. Additional views? 
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SECTION B. RESIDENTIAL 







Estate Agency 










Mortgage Valuation 






18. Which of these 
activities are you 
willing to 
undertake? 




House/flat buyers Report/Survey 




19. Which of these 
activities do you 
undertake on a 
regular basis? 




Structural Survey 






Property Valuation 








Valuation for Rating Purposes 










Landlord and Tenant 










Management — urban 










Financial and Funding Advice 










Development Consultancy 










Mortgage Advice 










Planning Consultancy 










Auctioneering 







Any Other Comments 

20. What percentage of the firm’s work is concerned with providing the following services: 

—mortgage valuation % 

—house/flat buyers reports/surveys % 

—structural surveys % 



21. Did you stop offering any of these services listed in Questions 18 and 19 between 1978 and 
1983? Yes No Please specify which services in which year 



Year 1978/79 



1979/80 



1980/81 



1981/82 



1982/83 



1983/84 



1984/85 



1985/86 



1986/87 



1987/88 



22. If you stopped offering any of these services in the last 10 years, is this because of deliberate 
internal policy or because of outside forces or both |~n . 



Please clarify 



Any Other Comments 
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23. If you provide ‘financial and funding advice’ is this service limited to introductory fee work | | 

tied agency work ; if other advice is offered please specify 

24. (i) For how many years has the firm been established? 

(ii) Is there a minimum length of service for those permitted to carry out surveys? 

Yes □ No 

—If yes , please specify 

(hi) Give number of staff in each band: 

under 25 years 25-35 years 36-45 years . 

46-55 years 56-65 years Over 65 years 

(iv) Give numbers of staff according to experience of professional work 

less than 5 years’ experience 

more than 5 years’ but less than 10 years’ experience 

more than 10 years’ experience 

(v) Have you changed your recruitment pohcy in the last 5 years? 

YesQ No 

If yes, when? and in what way? 



(vi) What is your policy with regard to consultants? 



Any Other Comments 

25. (i) What is the target quota per person per day for the following? 

—mortgage valuations 

— housebuyers survey 

—structural survey 

(ii) Are the target quotas linked to the percentages in Question 20? 

(hi) How many surveys do you expect qualified staff to achieve for the three categories in a 
year? 

—mortgage valuations 

— housebuyers survey 

—structural survey • 
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and by 



(iv) Have the targets been increased over the last five years? 

Yes No If so, when 

how much 



(v) Has your policy on carrying out valuations and surveys changed in the last five years? 



26. Have you changed your working methods in the last 5 years between 1978-83 

Not at all 



Is this change specifically because of indemnity considerations | | , other [^please specify 



27. Have you introduced in the last ten years 



■specialist staff training manuals? Yes When | | No | | 



-greater attendance at outside conferences etc.? Yes When 



NoQ 



-greater supervision of newly quahfied/inexperienced staff? Yes | | When 



-use of preparation of explanatory material to inform public? Yes When 



Non 



Non 



■a standard procedure to give public explanatory material? Yes ni When | | No ni 



—a standard procedure of enclosing explanatory material for cHent with written confirmation of 
instructions? Yes ni When | | No ni 



■risk management n 5 if so please explain exactly what this has involved and when introduced 



Any Other Comments 



28. 



(i) 



Has your practice had experience of indemnity insurance claims in the last 10 years? 
Yes I I No 




(ii) What is the number of claims in each year? 



1978/79 


1979/80 


1980/81 


1981/82 


1982/83 ......... 


1983/84 


1984/85 


1985/86 


1986/87 


1987/88 







The total number of claims in the last 10 years 

(iii) In your experience what is the most common way of disposing of claims? 
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(iv) Does the size of the claim affect the way in which the claim is disposed of? Yes[^ No 

Any Comments 

(v) How many claims resulted in a payment? 

(vi) How many claims notified to/handled by insurers? 

(vii) What were the claims for? Please specify using the activities listed in Question 19 



(viii) Any Other Comments? 

29. Has your cover limit been increased recently? Yes | | No | 1 

Why? 

Comment 

30. Have you re-assessed your insurance indemnity requirements 

—in the last 5 years? Yes Q No 
—in the last 10 years? Yes No | | 

—continuous review? Yes Q No | | 

31. (i) Do you foresee problems in obtaining qualified staff 

—now? Yes No j | 

—in future? Yes No | | 

(ii) How does your recruitment policy reflect such concern? . 



32. In your opinion: 



(i) 



is the client better informed today 

YesQNon 



about what he/she wants? 




does the client understand more 
Yes □ No □ 



clearly what service is being provided? 



Any Other Comments 



33. (i) In general do you consider that the public are less well served □ or receive the same 

service as before □ or are better served now □ by the property world including 
building societies and banks. 

(ii) Over what period do you consider these changes (if any) to have taken place. In the last 
10 years □ : or five years □ or three years □ or one year Q . 

34. Additional Views? 
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ANNEX VIII 



References in the Text of Section 5 of the Report 



(1) see section 13 and 14 

(2) Liability for death or personal injury cannot be excluded at all 

(3) the guidelines include (a) the relative bargaining strengths of the parties (b) whether the 
consumer received an inducement to agree to the term and whether he could have obtained the 
same thing elsewhere without having had to have agreed to the term (c) whether the terms conform 
to any trade custom. 

(4) eg Kenney v Hall Pain and Foster (1976) 239 EG 355 

(5) Wimpey Construction (UK) Ltd v Poole [1984] 2 Lloyd’s Rep 499. But see Duchess of ArgyU v 
Beuselinck [1972] 2 Lloyd’s Rep 172. The position is far from clear. 

(6) Yianni v Edwin Evans & Sons [1982] QB 436; Singer and Friedlander v John D Wood & Co 
(1977) 243 EG 212 

(7) Shankie-Williams v Heavey (1986) 279 EG 316 

(8) Jackson and Powell on Professional Negligence (2nd edn) p 128 

(9) Smith v Eric S Bush [1987] 3 All ER 179; Harris v Wyre Forest DC [1988] 1 All ER 691 

(10) London and South of England Building Society v Stone [1983] 1 WLR 1242 

(11) Treml v Gibson (Ernest W) and Partners (1984) 272 EG 68 

(12) Roberts and Another v J Hampson & Co [1988] 2 EGLR 181 

(13) McIntyre v Herring Son & Daw [1988] 1 EGLR 231 
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ANNEX IX 




International 
Bar Association 



Office of the Executive Director 



A Federation of National Legal Associations 
and Individual Lawyers 



London WIR9HB 
England 



2 Harewood Place 
Hanover Square 
London WIR9HI 



luare 



Telephone 01-629 1206 
Telex 8812664 INBAR G 
Cable Inbarassoc London W1 
Fax (Groups 2 & 3) 01-409 0456 



Ms Lillian P H Birch 



16 January 1989 



Department of the Environment 

Room C14/19A 

2 Marsham Street 

London 

SWIP 3EB 



I have pleasure in enclosing* a report adopted by the 
International Bar Association at its 1988 General Meeting together 
with the following resolution: 

(i) that all Governments worldwide be urged to introduce 
legislation limiting professional indemnity claims; and 

(ii) relevant professional organisations worldwide be 
encouraged to support the introduction of such legislation. 

The IBA hopes that you may be able to lend your support to the 
proposals in this report and I should, of course, be happy to 
answer any questions that you may have. 

The IBA is a strictly non-political organisation with some 12,000 
individual lawyer members worldwide and 111 member Bar 
Associations and Law Societies, including the six professional 
legal bodies in the United Kingdom. It is recognised as the 
world's leading - and largest - international organisation of 
lawyers . 

Yours sincerely 





Enc 



MM/jwd 
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International Bar Association 



Professional Indemnity 

Insurance: 
Proposals for 
Legislation 

Adopted by the General Meeting 
September 1988 



In recent years the cost and availability of 
professional indemnity insurance have been 
causing increasing problems in the western 
world generally and in particular in the United 
States of America. The United States Govern- 
ment established a Tort Pohcy Working Group 
consisting of officials of Federal Agencies pre- 
sided over by an Assistant Attorney General 
(Richard K Willard). In 1986 the Working 
Group issued a Report entitled ‘Report of the 
Tort Policy Working Group on the Causes, 
Extent and Policy Implications of the Current 
Crisis in Insurance Availability and Affordabi- 
lity’, and in March 1987 issued a further Report 
entitled ‘An Update on the Liability Crisis’. 
The nature of the anxiety felt by the United 
States Government is accurately reflected in the 
title of these Reports. A single statistic will be 
sufficient to indicate the gravity of the situation: 
in 1985 premiums for doctors practising in 
obstetrics/gynaecology averaged $51,420, being 
51.6 per cent of net income. Obviously pre- 
miums of this nature have had a dramatic effect. 
A survey conducted by the American Consult- 
ing Engineers Council revealed that 19 per cent 
of consulting engineers were practising without 
insurance cover. A survey conducted by the 
State Bar of California concluded that nearly 
half the State’s lawyers in private practice carry 
no insurance and a member of the American 
Bar Association’s Standing Committee on Law- 
yers’ Professional Liability has said that in the 
United States as a whole the figure is 20-45 per 
cent. Problems of availabihty and affordabihty 
have been contained to some extent as a result 



of higher deductibles, lower coverage limits and 
additional Policy exclusions and limitations. 
There has also been increasing reliance on self 
insurance and captive insurance programmes 
although it is too soon to say whether these will 
result in greater availabihty of cover or less 
cost. As the Working Party put it: 

‘Despite some assertions to the contrary, the 
impact of the crisis in insurance availability 
and affordability continues to be felt— often 
acutely— throughout much of the American 
economy’ . 

Although the problem has not become as acute 
in other developed countries it is serious and, in 
our view, will become increasingly so. It is now 
impossible to obtain adequate cover for the 
largest risks and, in addition to lawyers, it is an 
acute problem for architects, consulting engi- 
neers and accountants. There are claims pend- 
ing or threatened which, if successful, would 
result in bankruptcy of all the partners in some 
of the largest firms of solicitors and accountants 
in the world. 

The gravity of the situation in the United States 
of America led to the Working Group making a 
number of far-reaching recommendations: 

1—16 States implemented in various ways 
and to a differing extent a recommendation 
that the doctrine of joint and several liability 
be eUminated. This doctrine which exists in 
most, if not all, Common Law countries, 
provides that if two Defendants are to blame 
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for the Plaintiffs loss, if one Defendant 
cannot pay for his share of the liability, it 
must be paid by the other Defendant. 

2— The Working Group recommended that 
damages for non-economic loss should not 
exceed $200,000. 8 States have enacted legis- 
lation to cap non-economic damages in sums 
ranging from $250,000 (Colorado) to 
$875,000 (New Hampshire) while 5 States 
have enacted limitations for medical malprac- 
tice cases in sums ranging from $225,000 
(Michigan) to $1,000,000 (Wisconsin and 
West Virginia). These pieces of legislation 
reflect the fact that the Working Group 
reported that medical malpractice insurance 
is extremely difficult to obtain, that ‘the 
major Commercial Insurers are writing only 
renewals, and are not writing new Policies’. 
The effect of such limitations is dramatic 
given that the average medical malpractice 
jury award was said to be $2,056,525 in 1986. 

3— The Working Group recommended that 
the collateral source rule, prohibiting the 
consideration of the offset of collateral bene- 
fits, be modified or eliminated and this has 
been done in 11 States. By ‘collateral sources’ 
is meant any payment of benefit paid by 
Central, State or Local Government together 
with payments under a workers’ compensa- 
tion system or health insurance programme 
funded by an employer. 

That the situation is considered as grave in 
other countries, can be demonstrated by the 
following examples: 

Netherlands 

In the Netherlands the Nederlandse Juristen- 
vereniging (Dutch Association of Jurists), an 
association with a membership of several thou- 
sand members (practitioners, general counsels, 
judges, law professors), discussed at its summer 
meeting in June 1987 the necessity of legal 
measures to limit the liability of professionals. 

In two ‘prae-adviezen’ Mr F H A Arisz, an 
Amsterdam lawyer and Mr J G C Kamphuisen, 
Managing Director of a large insurance broker, 
both pleaded to have such legal measures 
taken. 

The vote of the meeting, taken after the debate, 
was clearly in favour of such measures. 

Introduction in the Netherlands could be rela- 
tively easily made, as a project for a new Dutch 
Civil Code will come before parhament early in 
1990, and the limitation by both rapporteurs 
was construed as an extension of Book VI of 



that Code in a new article (6.1.9.12^ NBW). 
The system would be that the government 
without intervention of parliament could set 
limits— varying in different circumstances for 
different professions— under which the profes- 
sional should take obligatory insurance cover, 
but that cover taken, he would be freed for the 
rest. It may furthermore be remarked, that both 
rapporteurs point out with regard to the Dutch 
scene in their respective reports (without giving 
further details): 

— difficulty in finding adequate cover; 

— an increase in the number of claims 
against lawyers, but especially an 
increase in the amounts claimed. 

United Kingdom 

The situation is not as acute as in the United 
States but it is bad and is getting worse. 
Problems of affordability and availability are on 
the increase. Much of the world-wide profes- 
sional indemnity insurance is written in Lloyds 
and the London market is very conscious of its 
American experiences. In his report on the year 
1986, the Chairman of Lloyds commented that 
‘quite extraordinary court awards and judicial 
interpretations continue to come from, in parti- 
cular, the American scene’. As a result, the 
number of those prepared to write these risks 
has diminished and those who do so have 
become increasingly selective and write the 
risks on draconian terms as to deductibles, 
coverage, limitations and exclusions. Solicitors 
have established their own mutual scheme, 
barristers are in the process of doing so and 
doctors have done so for many years. However, 
the most that such schemes can hope to achieve 
is to cut out insurers’ profit element and ensure 
that the profession is not held to ransom as to 
premiums because of the dearth of insurers 
prepared to write the risks. 

Representations to Government have been 
made by the professions on a number of 
occasions in the last few years. In October 1987 
the Government announced that fact-finding 
studies were to be commissioned to consider 
professional liability problems for selected pro- 
fessions, namely accountants and those in the 
construction industry. The last term of refer- 
ence is to be: ‘if appropriate, suggest possible 
next steps for future consideration of the 
subject.’ 

The committee has not had sufficient time to 
research the experience in other countries but 
their view is that even if the situation is not 
acute or may not even have arisen in some 
countries it is likely to do so in the future. 
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Conclusions 

Of course, any legislature which is considering 
any limitation on damages will have regard to 
the interests of the consumer, which in this case 
means the person who is claiming damages. 
However, by ‘consumer’ what is meant is an 
individual in his private capacity. The man in 
the street or his family needs to be able to 
recover damages for death, injury and the value 
of his home and contents. Outside the United 
States, professional people are able to obtain 
cover at reasonable rates in respect of those 
risks. The risk of bankruptcy arises when a 
professional person is sued by a Limited Com- 
pany or Central or Local Government. The 
concept of Limited Companies was introduced 
because it was thought right to limit the liability 
of participants in such Companies. It is ironical 
that professional people should be at risk of 
bankruptcy at the hands of shareholders in 
Limited Companies who themselves have the 
advantage of personal immunity from suit if the 
Company cannot meet a judgment against it. It 
is suggested that this is an obvious anomaly. 

In the Committee’s view legislation limiting 
damages is the obvious solution, subject to 
safeguards for the man in the street. In coun- 
tries outside the United States of America, 
where damages in cases of personal injury or 
death are at levels for which insurance is both 
available and affordable, the proposed legisla- 
tion would provide for compulsory insurance up 
to a figure which would be, sufficient to ensure 
that the man in the street recovers damages in 
full. It would be impermissible to limit or 
exclude liability beneath this sum. Above that 
sum there would be no liability in the absence of 
a contractual term to that effect. Of course, in 
the United States and in any other country 
where damages for personal injury or death 
have reached the sums they have in the United 
States, it may be necessary to put a limitation 
on damages which is less than a plaintiff would 
be expected to receive at present. 

Attempts have been made in various countries 
to obtain legislation to cap damages but these 
have tended to have been made by individual 
professions rather than by the professions 
acting in concert. In our view it is plain that any 
capping of damages should not apply only to 
selected professions, as has been done in some 
of the States in America in respect of doctors, 
but must apply to all professions. Indeed we 
consider it most unlikely that any legislation of 
the kind proposed would be acceptable unless it 
extended to people who are not members of a 



profession. For example, there seems no reason 
why an architect should have the benefit of any 
limitation of damages but that a self-employed 
builder should not and the injustice would be 
manifest if both are sued in the same action. In 
our view the protection of any such legislation 
should be extended to anyone who wishes it, 
provided he obtains the necessary insurance 
and agrees to the provisions relating to exclu- 
sion and limitation of liabihty. We consider that 
legislation along these lines would be just. 



Printed in the United Kingdom for Her Majesty’s Stationery Office. 

Dd.290230, 10/89, C30, 3385/4, 5673, 79305. 
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